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BASIC STATISTICS OF THE UNITED STATES 



THE LAND 

Area (1 000 sq. km) 9 373 Population of major ciiics, including their 

metropolitan areas. 1991: 

NewYort 19 384 000 

Los Angeles- Anabcim-Riverside 14 818 000 

Chicago Gary- Lake Country 8 339 000 



THE PEOPLE 



Population. 1993 258 291 000 


Civilian labour force, 1993 


128 035 000 


Number of inhabitants per sq. km 


27.6 


o/ iv/iic/i: 




Population, annual net natural increase 




Employed in agriculture 


3 074 000 


(average 1986-91) 


I 854 600 


Unemployed 


8 726 667 


Annual net natural increase, per cent ( 1986-91 ) 


l.OO 


Net immigration (annual average 1986-91) 


730 400 




PRODUCTION 




Gross domestic product in 1993 




Origin of national income in 1993 




(billions of US$) 


6 343.3 


(per cent of national income'): 




GDP per head in 1993 (USS) 


24 559 


Agriculture, forestry and fishing 


1.8 


Gross fixed capital formation; 




Manufacturing 


17.7 


Per cent of GDP in 1993 


13.7 


Construction and mining 


5.0 


Per head in 1993 (US$) 


3 355.3 


Government and govemmem enterprises 


14.8 






Other 


60.7 



THE GOVERNMENT 



Government purchases of goods and services. Composition of the 103rd Congress 1993: 



1993 (per cent of GDP) 


18.1 




House of 


Senate 


Revenue of federal, state and local 






Representatives 




goYcmmcms, 1993 (percent of GDP) 
Federal government debt held by the public 


31.1 


Dcn«ocrats 


256 


56 


(per cent of GDP), FY 1993 


51.6 


Republicans 


178 


44 






independents 


1 


- 






Vacancies 


- 









Total 


435 


100 





FOREIGN 


TRADE 




Exports; 




imports: 




Exports of goods and scrvicc.s as 




Imports of goods and services as 




per cent of GDP in 1993 


10.4 


per cent of GDP in 1993 


11.4 


Main exports, 1993 (percent of merchandise 




Main imports. 1993 (percent of merchandise 




exports): 




imports): 




Food. feed, beverages 


8.8 


Food, feed, beverages 


4.7 


industrial supplies 


22.3 


industrial supplies 


15.0 


Capital goods (ex. automotive) 


39.5 


Capital goods (ex. automotive) 


25.7 


Automotive vehicles, parts 


11.4 


Automotive vehicles, parts 


17.4 


Consumer goods (ex. aulomotivc) 


11.9 


Consumer goods (ex. automotive) 


22.6 



I . Without capital consumption adjust nKnt. 

An international comparison of certain basic statistics is given in an annex table. 
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This Survey is based on the Secretariat's study 
prepared for the annual review of the United States by the 
Economic and Development Review Committee on 
12th September 1994, 

m 

After revisions in the light of discussions during the 
review, final approval of the Survey for publication was 
given by the Committee on 1 0th October 1994. 

• 

The previous Surx^ey of the United States was issued in 
November 1993, 





ERIC 



Introduction 



When the Committee last met in September 1993 to review economic 
developments in the United States, the recovery had firmed somewhat compared 
to its early days, but output growth was expected to pick up only modestly to 
about 3 per cent in 1994. This was not expected to eliminate the slack in labour 
and product markets that was then seen as likely to persist into 1995. In the 
event, the expansion has gathered much more momentum than then predicted, 
with underlying GDP growth accelerating to about 4 per cent and the unemploy- 
ment rate falling another percentage point (abstracting from the changes in 
Survey methods). Nevertheless, despite the quickening pace of activity, broad 
measures of inflation continued to decline at least until the end of 1993 and have 
remained subdued thus far this year. But the risks of an uptick in inflation have 
increased as markets have continued to tighten. 

The short-term outlook is for slowing output growth, as Federal spending 
restraint continues, pent-up demand for housing and consumer durables is satis- 
fied and higher interest rates begin to bite. But with accelerating real income 
gains bolstering consumption, still-rapid growth in business fixed investment and 
improving export market prospects, the slowdown will probably be gradual, and 
real GDP could still rise nearly 3 per cent in 1995 after a per cent gain this 
year. This might not be enough of a slowdown to prevent a modest pickup in 
wage and price inflation from getting under way, as unemployment heads some- 
what below its full-employment level in 1995. The current external deficit may 
continue to widen, albeit at a slower pace, reaching 2'/i per cent of GDP in both 
1994 and 1995. These developments, both in the recent past and in prospect, are 
discussed in Chapter 1; particular emphasis is placed on assessing the risks of 
higher inflation. 

In recent months the Federal Reserve has substantially reversed the policy 
stimulus provided by unusually low short-term interest rates. Chapter 11 reviews 
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the reasons for and market reactions to this shift in policy. It then moves on to 
examine recent budgetary outcomes and proposals for 1995. While last year’s 
deficit-reduction package has helped to put the deficit on a downward path, the 
medium-term outlook is less favourable, especially if real interest rates stay at 
recent higher levels. Looking further out, spending pressures are likely to grow, 
and the issue of adequate financing of the Social Security system will come to 
the fore. 

The Administration has put before the Congress a wide variety of draft 
legislation to reform some of the most basic services provided by the public 
sector. A detailed look at three of these initiatives is provided in Chapter IIL 
Various bills emanating from the National Performance Review attempt to make 
the Federal government operate more efficiently overall. The Health Security Act 
proposed to provide universal health-care coverage to all Americans at a social 
cost the economy can bear and to brake the upward spiral of health spending over 
the medium term. The Work and Responsibility Act is the Administration’s 
response to the President’s promise to “end welfare as we know it” by making 
work more attractive than staying on welfare and by providing its recipients with 
the means to upgrade their human capital in order to enter the labour market 
successfully. - 

Chapter IV surveys the strengths and weaknesses of the current education 
system and assesses recent policy initiatives. Primary responsibility for ihe edu- 
cation system lies with State governments, who, in turn, often delegate control to 
local school districts. The role of the Federal government is limited: in recent 
years it has provided less than 7 per cent of the financing of primary and 
secondary education. Over a period of many decades, local control has helped to 
foster a system characterised by wide disparities in education quality across 
different communities and by a low degree of standardisation in education out- 
puts. The Federal government has been seeking to alter this situation by co- 
ordinating and facilitating national development of “voluntary” education stan- 
dards. Overall conclusions are presented in a final chapter. 
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I. Recent trends and prospects 



The economic expansion in perspective 

The current expansion of economic activity differs in several important 
ways from past experience. The sources of growth have been very different: 
monetary easing contributed, as in previous recoveries (Diagram 1) (Romer and 
Romer, 1994) - but in most past recoveries, fiscal policy was not contractionary, 
and substantial inventory-building accompanied the recovery of final expendi- 
ture. In contrast, the current recovery occurred in the face of the biggest retrench- 
ment of Federal purchases in over twenty years, and despite sharp cut-backs in 
business inventories relative to sales. Partly for these reasons, as well as because 
of the shallowness of the preceding recession, the pickup in output growth has 
been much more gradual than usual. In the year after the trough, GDP growth 
averaged only 1.6 per cent; in the four quarters ending mid- 1993, growth aver- 
aged 3.2 per cent; and only since then has average growth surged to 4 per cent. In 
contrast, over each of the previous five recoveries output growth was at its fastest 
in the first two years after the trough. Even after including the three strong 
quarters of growth in late 1993 and 1994, average real GDP growth since the 
1991 trough remains far lower than in past recoveries. In several previous 
business cycles strong inflationary pressures were already building at this point in 
the expansion; there has been no such price acceleration as of the summer of 
1994, though inflation may soon pick up a little. 

Low interest rates played a major role in the first two and a half years of the 
current expansion. Corporate cash flow improved, allowing firms to pare bank 
debt substantially relative to income (Table 1). This corporate balance-sheet 
improvement and increased cash flow provided some of the stimulus for a take- 
off in business investment. Initially, most of this increased spending went into 
purchases of computers - partly because corporate ‘Te-engineering” required 






11 > 



Diagram 1 . SOME CHARACTERISTICS OF THE CURRENT EXPANSION 
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6. F<Eid«ral purchases In the current expansion and Its predecessors 
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Table 1 . U.S. household and business-sector liabilities 





1980 


1981 


1982 


1983 


1984 


1985 


1986 


1987 


1988 


1989 


1990 


1991 


1992 


1993 


1994 


Ql 


Q2 


Q3 


Q4 


Ql 


Household liabilities as % 














> 
























of disposable income ' 


70.4 


69.3 


68.4 


69.5 


71.4 


77.6 


82.1 


84.3 


86.9 


90.5 


90.4 


91.1 


88.9 


90.4 


90.7 


92.6 


93.5 


93.4 


Mortgages 


45.7 


45.0 


43.9 


44.0 


45.1 


47.9 


51.9 


55.3 


58.2 


61.5 


62.8 


64.3 


63.4 


64.6 


64.9 


65.9 


65.9 


65.9 


Consumer insiallmem 


17.5 


16.6 


16.4 


16.9 


18.4 


20.0 


20.8 


20.4 


20.3 


20.6 


19.7 


18.5 


17.2 


17.1 


17.1 


17.6 


18.2 


17.9 


Odier 


7.4 


7.7 


8.2 


8.5 


7.9 


9.6 


9.4 


8.6 


8.3 


8.4 


8.0 


8.3 


8.3 


8.7 


8.7 


9.2 


9.5 


9.6 


Household assets ratio lo disposible 






































income 


5.42 


5.31 


5.34 


5.30 


5.20 


5.41 


5.61 


5.62 


5.60 


5.83 


5.51 


5.77 


5.59 








5.75 




Tangible 


2.29 


2.28 


2.26 


2.19 


2.18 


2.20 


2.24 


2.26 


2.22 


2.25 


2.12 


2.16 


2.05 








2.09 




Financial 


3.12 


3.04 


3.08 


3.12 


3.02 


3.21 


3.37 


3.36 


3.38 


3.57 


3.39 


3.61 


3.53 


3.63 


3.59 


3.66 


3.67 


3.62 


Household net worth: ratio to 






































disnosabic inconte- 


4.71 


4.62 


4.66 


4.61 


4.48 


4.63 


4.79 


4.77 


4.73 


4.92 


4.61 


4.86 


4.70 








4.82 




Business liabilities^ as % 






































of business GDP 


86.5 


87.9 


92.0 


90.3 


94.8 


98.7 


103.9 


103.7 


104.3 


105.9 


104.9 


101.5 


95.8 


94.7 


94.9 


94.6 


93.7 


93.5 


Corporate bonds 


15.8 


15.5 


16.3 


15.4 


15.7 


17.1 


20.0 


20.4 


21.4 


22.0 


22.2 


23.2 


23.0 


23.1 


23.4 


23.6 


23.6 


23.6 


Commercial paper 


1.2 


1.7 


1.5 


1.3 


1.9 


2.1 


1.8 


1.9 


2.1 


2.5 


2.6 


2.1 


2.1 


2.2 


2.4 


2.4 


2.3 


2.5 


Bank lending^ 


37.9 


37.2 


39.7 


39.3 


41.1 


42.3 


44.8 


44.5 


43.2 


43.0 


41.3 


39.1 


34.9 


34.1 


33.8 


33.6 


32.8 


32.5 


Trade debt 


17.4 


17.3 


17.2 


16.6 


16.5 


16.5 


16.2 


I6.I 


16.5 


16.5 


16.6 


16.3 


15.8 


15.6 


15.7 


15.9 


15.9 


15.6 


Other* 


14.2 


16.2 


17.3 


17.7 


19.7 


20.6 


21.1 


20.8 


21.2 


21.9 


22.2 


20.8 


20.0 


19.7 


19.6 


I9.I 


19.2 


19.4 


Memo: 






































Growth rate of mortgage and other 






































bank debt, non-farm, non- 






































corporate business (%) 




4.5 


4.5 


10.9 


13.4 


4.8 


15.7 


11.8 


4.6 


7.5 


-1.3 


-3.2 


-5.5 


-6.3 


-1.9 


-4.2 


1.8 


0.8 



1 . Yeif'Cnd litbiliiies. icUtive to founh-quiner diupossble Income. BEA definition. Quaneily fi|uies are end-of-quarter liabilities vcrus quarterly income. 

2. Assets miniu liabilities: assets include finatKial assets plus curreitt-cnt net stocks of consumer durables, icsidential structures and land. 

3. Busines.s liabilities exclude foreign direct investment. Business GDP ■ GDP minus government employee compensation minus indirea business taxes plus substantial less surplus of los-emmcnt 
enterprises. 

4. Including mongages aixJ bank lending not elsewhere classified. 

3. Includes fi nance-company loans, public lending, and other miscellinecus liabilities. 

Source: Federal Reserve. Flow of Fundi Accounts, 7.1 and C.9 releasts, September 1994. 
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increased computer intensity, and also because computer price declines of 10 to 
18 per cent annually (corrected for quality improvements) allowed firms to 
stretch their investment dollars further via computer purchases. Gross computer 
investment tlius increased 26 per cent in 1992 and a spectacular 54 per cent in 
1993. But price increases for other forms of business equipment were by no 
means rapid: 1.4 per cent in 1992 and 2. 1 per cent in 1993. Thus, with continuing 
balance-sheet improvements and rising sales, non-computer equipment invest- 
ment took off in the second quarter of 1992, about a year after the business-cycle 
trough. Over the past two years, overall gross equipment investment has 
increased to record levels relative to GDP.’ Net of depreciation, the rise in share 
of equipment investment in GDP was not as imposing, but it was sufficient to 
boost the overall stock of equipment relative to output in 1993. 

Compared with the booming demand for producer durable equipment, 
spending on non-residential structures has been noticeably slower to recover. A 
glut of commercial office space held down construction and overall output 
growth until end- 1992; by early 1993, tliough, office construction activity had 
become so small that overall non-residential construction was dominated by 
swings in other components. Over the last three quarters of 1993, strong growth 
of investment in factories and utilities halted the decline in overall investment in 
non-residential structures. However, the absolute levels of structures investment 
remain modest, and the stock of non-residential structures is not increasing nearly 
as fast as business output. Thus, overall business capital intensity continued to 
decline in 1993, despite the equipment investment boom. 

Over the past two or three years, households did not take the opportunity 
afforded by low interest rates to reduce debt in the same way as businesses did. 
After a brief period of deleveraging in 1992, household debt returned to histori- 
cally high levels relative to income at the end of 1993. However, the decline in 
mortgage rates during 1993 allowed large numbers of consumers to improve cash 
flow lastingly by refinancing mortgage debt at much lower rates, more than 
offsetting the drag from the 1993 tax increase on high-income households. The 
improvement in cash flow (along with a very high average age of the auto stock) 
was a major factor behind the hefty growth in consumer spending on durable 
goods from the trough. Overall consumer spending rose noticeably faster than 
disposable income, which was slowed by higher tax rates and the effects of 
summer flooding.^ Thus, the household saving rate (OECD definition) fell from 
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5.2 per cent in 1992 to 4.6 per cent last year - a disappointingly low figure, given 
that cash flow improvements dried up in early 1994 as mortgage rates began to 
move back up. 

The recession of 1990-1991 left a considerable amount of pent-up demand 
for housing: the number of households in 1991 was probably about a million 
below trend, given demographic developments. But in 1992-93, low mortgage 
rates, moderation in housing prices and recovery in real incomes made houses 
more affordable, allowing faster household formation in both years. Home sales 
therefore picked up, and the volume of single-family residential construction rose 

20 per cent in 1992 and 10 per cent in 1993.^ Low interest rates and rising 
demand for housing also brought to an end the seven-year collapse in multi- 
family construction which followed the overbuilding of the mid-1980s. Over the 
past four quarters, annualised growth in multi-family construction has averaged 

21 per cent. 

In most previous recoveries, Federal purchases have been a significant 
contributor to growth - but they were never a driving force for recovery in this 
expansion: defence downsizing pulled down real Federal purchases both in 
1992 and 1993. The last two years have seen the biggest annual declines in real 
Federal purchases since the aftermath of the Vietnam War twenty years ago. 
Defence employment has fallen sharply, and starting in fiscal 1994 sharp cuts 
have also been occurring outside of defence (see the discussion of the National 
Performance Review in Chapter III). Slate and local government spending on 
construction has picked up sharply in recent years, as school and prison popula- 
tions have risen, but State operating deficits are on average quite high relative to 
the tax base. Thus, State governments pared employment growth during and 
immediately after the recession. Faster growth of the tax base in 1993 allowed an 
increase of 1 per cent or so in State employment, but many State governments are 
still encouraging early retirement and moving toward contracting out work. 

Over the past year or two, manufacturing inventories have stagnated in the 
face of very rapid growth of manufacturing output. Improved technology and 
**just-in-time” inventory management most likely explain the rapid fall in the 
inventory-sales ratio since the early 1980s. Still, the decline since 1992 goes well 
beyond the trend declines of the 1980s, and overall inventories look quite lean 
relative to sales - even after the surge in the second quarter of 1994. In 1993, the 
ratio of inventories to final sales of domestic business fell below the previous 
record low of the mid-1960s (Diagram 2). 
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Diagram 2. BUSINESS INVENTORY/FiNAL SALES RATIO 
Months of supply, 1987 prices 
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Foreign activity was relatively weak in 1993. Although export markets 
softened significantly in Western Europe, Mexico and Japan, U,S. manufacturers 
gained market share abroad, notably in industrialised countries such as Canada 
and the United Kingdom: thus, overall export volumes increased at a 4 per cent 
rate. However, the pickup in U.S. total domestic demand and continued weak 
import prices led to a surge in imports, and the foreign balance was a net drag on 
GDP growth, as in 1992. Indeed, last year’s drag on overall growth was the most 
substantial since 1984. With a decrease in net factor income from abroad (in fact, 
the balance has been negative since the final quarter of 1993) due to the continu- 
ing rise in foreign indebtedness as well as the unfavourable cyclical movement in 
relative rates of return, the current-account deficit increased to 1 .6 per cent of 
GDP in 1993, up from LI per cent in 1992 (Table 2). 



Tightening labour markets but still-slowing inflation 

Much has been made in the popular press of a revolution in productivity 
taking shape in recent years. As discussed later in this chapter, there may indeed 
have been an increase in trend productivity growth in the 1990s, but this increase 
is probably less than a half percentage-point economy-wide. The improvement 
seems focused on supervisory workers, and especially on workers in the manu- 
facturing sector. At the same time, however, measured productivity in the service 
sector is increasing rather slowly relative to past experience. Aside from any true 
underlying gains from restructuring and the information revolution, manufactur- 
ers have, to some extent, saved on non-wage labour costs by replacing their own 
permanent employees with those of temporary agencies (who count as employees 
in the service sector). However large the underlying increase in trend productiv- 
ity, most of the shifts in output per hour in the 1990s have been cyclical. From 
early 1991 through the first quarter of 1994, output per hour in the non-farm 
business sector increased sharply, as is typical in the early stages of a recovery, 
and productivity returned more or less to trend levels. Productivity rose above 
trend at the end of 1993 and stayed above trend in early 1994, though once again, 
much of the surge was cyclical. Second-quarter data show that productivity fell 
noticeably, leaving it at mid-year once more in line with the OECD Secretariat’s 
estimate of long-run trend. 
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The average workweek is currently rather high relative to the early 1990s, 
but the August level of 34.5 hours per week is by no means out of line with the 
figures from the expansion of the late 1980s. Establishment employment growth 
during 1994 has largely parallelled hours growth, but household employment has 
lagged significantly. (Seasonal adjustment problems may have distorted the 
household numbers for the first half of the year.) What employment growth has 
occurred has done very little to encourage increased labour force participation as 
yet. From mid- 1992 to end- 1993, both prime-age male and female participation 
rates were surprisingly slow to recover, even if one assumes that the trend 
increase in female participation is essentially over (Diagram 3). This year, the 
prime-age white male labour force participation rate has been very weak, even 
with the late-summer surge in labour force growth. Thus, despite the January 
1994 changes to the household survey (see Box 1) which boosted the measured 
amount of joblessness, the unemployment rate has moved down to the 6 per cent 
range. At the same time, those who remain out of work have on average been out 
of work for an unusually long time. The median duration of unemployment has 
not shown the normal downturn usually seen this far into an expansion (though 
the high level as of mid-1994 is by no means unprecedented - Diagram 4). The 
high median duration of unemployment may have implications for likely wage 
growth in coming quarters, as discussed below. 



From late 1991 until March 1993, growth of employee compensation per 
hour (as measured by the employment cost index) showed no signs of slowing, 
despite a significant excess of unemployment over even the higher estimates of 
the inflation-neutral rate, or ‘"non-accelerating- wage rate of unemployment” 
(NAWRU). However, compensation growth eased slightly beginning in the sec- 
ond half of 1993 - consistent with a labour-market gap that at that point had not 
yet quite closed. The deceleration is reflected in a sharp reduction in the growth 
of employee benefit costs ~ especially health insurance. At about the same time 
that compensation per hour was slowing in the second half of 1993, price 
inflation was also easing. The 1993 rise in the GDP deflator was the smallest in 
nearly 30 years. Excluding food and energy, consumer price growth slowed from 
3.7 per cent in 1992 to 3.3 per cent in 1993, and 2.7 per cent in the first four 
montlis of 1994. However, core consumer price inflation seems to have returned 
to a pace of about 3 per cent in recent months. 
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Diagram: 3. LABOUR-FORCE PARTICIPATION RATES 



% % 




1. 25*54 years old. 

Source: Bureau of Labor Statistics. 



At the end of last year, GDP growth surged to an extraordinary 6*3 per cent 
rate* In comparison, the 3.3 per cent figure for growth for GDP in the f rst quarter 
of 1994 might appear to mark a slowdown. However, appearances are a bit 
deceptive in this case. The California earthquake and unusually cold weather 
combined to reduce incomes (notably because of losses to insurers from the 
earthquake) and delay construction activity* Both corporate cash flow and profits 
tailed off sharply in the first quarter, due in pan to these natural disasters. At the 
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Box 1. New labour market data in 1994 



In January 1994 the U.S. Bureau of Labor Statistics (BLS) made a comprehensive 
set of improvements to its Current Population Survey, also known as the household 
survey, from which the data on the latour force and unemployment are derived. The 
changes comprised a revision to the survey questionnaire as well as a switch to *‘live” 
data collection (direct computer input during the interview designed to reduce errors). In 
addition, new population benchma^s based on the 1990 Census results were introduced, 
raising the measured unemployment rate by an estimated 0.1 percentage point. The BLS 
initially estimated that, had the redesigned survey been in place, the unemployment rate 
would have been an average of over Vz percentage point higher than the official rate in the 
period September 1992 to December 1993. Overall, the January level of employnrent 
under the new survey was about 1.3 million (1.1 per cent) higher than it had b^n in 
December under the old one, while the upward shift in the labour force v:;as about 
1.8 million (1.4 per cent). The number of jobless was therefore nearly Vz million above 
December levels and the unemployment rate 0.3 percentage point higher, even though the 
“true” rate was believed to have declined by 0.1 to 0.3 percentage points in the month, 
depending on the series used. However, more recently, the BLS has come to the view that 
the difference between the old and new procedures (including the new population 
benchmarks) is only about ‘A point. Finally, a further modification was made to the 
dchnitioiis of discouraged workers and those worki-7g part-time for economic reasons: the 
former must have looked for work during the prior year and the latter must both want and 
be available to take a full-time job. On the new basis, the NAWRU (the unemployment 
rate consistent with stable wage inflation) is judged by the OECD Secretariat to be in 
the range of 6 to 6‘/z per cent. The measui^ rate has been within this range since 
February 1994. 



same time, increased demand started to push up the prices of business equipment. 
However, investment in producer durables remains strong, both for computers 
and for other equipment, though computer investment growth did slow from 
1993’s 54 per cent rate to 16 per cent in the first quarter and 10 per cent in the 
second quarter. 

Increases in household cash flow eased markedly in early 1994, for several 
reasons; income growth slowed a bit from end-1993 rates, the mortgage refinanc- 
ing bonanza ended, and upper-income households felt the bite of higher tax rates. 
However, households reacted in a rather unexpected way; auto sales and overall 
consumption surged in the first quarter, and the personal saving rate plunged to 
3.6 per cent. Such a low rate has not been sustained over any quarter in the past 
five years. Correspondingly, the strong growth in auto sales and overall con- 
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Diagram 4. AVERAGE DURATION OF UNEMPLOYMENT 
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Note : Vertical lines mark business cyde trough, tew survey as ol January 1994. 

Source: Bureau ol Labor Statistics. 



sumption during the firct quarter was not likely to be sustained indefinitely: some 
pickup in the saving rate was seen in the second quarter, and more is likely in the 
second half of 1994. Final demand experienced a much-discussed slowdown 
during the spring and early summer, with less of a deceleration in aggregate 
supply. The result was a significant build-up in inventories, especially at the retail 
level, through July. That stockbuilding added 2.6 percentage points to real GDP 
growth in the second quarter, a substantial part of the overall rate of 4.1 per cent 
achieved. Private consumption growth eased to 1.3 per cent from its torrid pace 
of over 4 per cent on average in the previous three quarters. Public consumption 
recorded its third straight quarterly decline, led by another substantial fall at the 
Federal level. With housing starts having reached an apparent plateau below 
K5 million units at an annual rate, residential investment continued to slow, 
although with a lag; further deceleration is in store for the remainder of the year 



Business fixed investment growth was still robust, even though growth fell below 
a double-digit pace for the first time since 1992. Exports continued their recent 
sawtooth patten with a sharp rebound of nearly 16 per cent. But imports once 
again outpaced their trade cousins with a 19 per cent increase, despite the 
slackening in domestic demand. No doubt much of the additional imports went 
into inventories. 

i 

Near-term prospects 

In the latter half of the year, several factors seem likely to slow the pace of 
GDP growth (Table 3). First, the OECD Secretariat projects that the Federal 
funds rate will rise to 5 'A per cent by the end of this year and to 6'U per cent in 
the second half of 1995. Long-term rates are not expected to rise any further, as 
these increases appear to have been fully discounted by the financial markets. 
Overall, however, interest rate increases since 1993 will cut into household and 
corporate cash flow, slowing durables consumption and housing - and in 
1995 even equipment investment growth should slow from double-digit rates. 
Second, the boom in auto sales and single-family construction in recent quarters 
will soon push the stock of autos and single-family housing near desired levels: 
some cyclical slowing in these sectors would probably have occurred over the 
next few quarters even in the absence of interest rate increases. Inventory 
accumulation contributed noticeably to growth in the second quarter, as busi- 
nesses moved to replenish depleted stocks. Less of a contribution is expected 
from inventories in the third quarter and beyond, although stocks of autos proba- 
bly rose a bit over the summer, as sectoral supply problems were overcome. And, 
as in the past two years. Federal purchases will be pruned. The result is a 
projection of real GDP increasing by nearly 3 per cent in 1995, after 3Y4 per cent 
this year. This should allow a narrowing of the Federal deficit by $87 billion in 
1994 and another $7 billion next year, reaching $147 billion on a national- 
accounts basis. 

On the positive side, construction activity (apart from single-family hous- 
ing) is very likely to pick up, since current investment levels are barely sufficient 
to maintain the existing net stock of business structures, much less increase in 
line with sales."^ As activity rebounds in Europe and Japan, U.S. exporters are 
well positioned to exploit low unit labour costs and the weakness of the dollar 
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Table 3. Near<-term outlook 

Percentage change from previous period, seasonally adjusted at annual rales, volume (1987 prices) 
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Final domestic demand 


3.7 


3.9 


2.9 


3.1 


4.6 


3.9 


3.3 


2.9 
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Stockbuilding* 
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Total domestic demand 
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1. The yearly and half-yearly rates of change refer to changes expressed as a percenlage of GDP in the previous period. 
Source: OECD estimates. 




against the yen and Deutschemark. Real goods and services exports are thus 
expected to increase at about a 10 per cent rate until the end of 1995. However* 
inrports will still grow vigorously in the rest of 1994. Domestic demand growth is 
expected to slow about 272 percentage points by year-end from the torrid rates of 
the past three quarters* but it will still be strong enough to support import growth 
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in the 9 per cent range. By 1995, with domestic activity slowing further, import 
growth will no longer keep pace with that of exports, and the foreign balance 
may even become a net positive contributor to growth. The current-account 
deficit is thus expected to stabilise in the second half of next year - averaging 
2.3 per cent of GDP for 1995 as a whole. 

Prospects for wage and price inflation 

Labour markets appear to have tightened markedly in recent quarters. The 
unemployment rate fell 0,3 percentage point in the fourth quarter of 1993, and 
since the switch to a new survey in January, it has fallen another 0.6 percentage 
point. Around the second quarter of this year, labour markets probably tightened 
sufficiently to start putting slight upward pressure on wage growth (though some 
would disagree, for reasons discussed below). And demand for labour will 
continue to increase faster than the labour force until 1995, when growth slows 
closer to potential rates. By mid- 1995, the unemployment rate is projected to fall 
to below 5Va per cent. This tightening in labour markets should put increasing 
upward pressure on wage inflation. However, employee compensation does not 
typically respond at once to tightness in labour markets. For most workers, wages 
are adjusted once a year, and some union wage contracts extend over more than 
one year (though the rapid rate of U.S. job turnover does speed up the pace of 
wage adjustments somewhat). Increases in the employment cost index for civilian 
workers’ hourly compensation are expected to pick up gradually, rising from 
3.1 per cent in the first half of 1994 to 4 per cent in the second half, reaching 
4.8 per cent in the second half of 1995. 

The projected pickup in wage inflation is likely to put upward pressure on 
prices over the next year or two - though the rate of price inflation may not 
immediately reflect the entire increase in growth of unit labour costs Production 
is bumping up against limits of available capacity in a few manufacturing indus- 
tries, and some sectors have reported a pickup in producer price growth.^ How- 
ever, evidence on the overall extent of capacity pressures is mixed, as discussed 
below. Capacity constraints are not projected to put widespread upward pressure 
on business margins over labour costs before year-end. Thus, inflation, as mea- 
sured by the GDP deflator, is expected to pick up gradually from 2.4 per cent in 
the first half of 1994 to 3.1 per cent in the second half of 1995. 
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Risks to the inflation projection 

The above projections, incorporating a moderate pickup in wages and price 
inflation over the coming year or so. arc probably not out of line with views of 
many business economists and economic forecasting firms. However, not all 
recent indicators consistently point toward the same tiining or extent of wage and 
price increases. There is considerable risk of ever faster price acceleration 
through end- 1995 - or even of no pickup at all. The most widely discussed 
indicators, in themselves, do suggest an upcoming pickup in inflation. By May, 
the aggregate unemployment rate had fallen to 6.0 per cent - not far from most 
estimates of the NAWRU, Even earlier, in the fourth quarter of 1993, capacity 
utilisation had risen to a level which in the past triggered a slight increase in 
growth of price mark-ups. The '‘output gap" - in a sense a summary measure 
combining the extent of capacity and labour-market slack - is estimated by the 
OECD Secretarial to have closed by the second quarter of 1994^ (Diagram 5). 



Diagram 5 ONE MEASURE OF POTENTtAL GDP AND THE GDP “GAP” 
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However, it may be that none of these traditional leading indicators of inflation is 
reliable at this point in time. There are a variety of caveats, which are reviewed 
below. 

First, the properties of the new unemployment data since January are not at 
ail clear. In the Bureau of Labor Statistics’ preliminary tests in 1993, aggregate 
unemployment rates using the new survey averaged about Hi percentage point 
higher than the old measure, but the differences varied substantially from month 
to month; more recent BLS estimates point to an average difference of about 
V 4 point The new seasonal factors are not yet known and may not be close to tlie 
old ones, as the BLS has assumed for lack of any obvious alternative. Even under 
the old definitions, demographic shifts made it difficult to pin-point an aggregate 
unemployment rate at which wage inflation starts to increase: the definitional 
change since January 1994 compounds the problem. Tests reported in the annex 
confirm that the aggregate unemployment rate is indeed a bad measure of labour- 
market slack. That is, the unemployment rate is a poor predictor of wage infla- 
tion, until one corrects for demographic changes and other structural shifts. Even 
when such considerations are taken into account, the aggregate NAWRU is 
difficult to calculate and not very stable. A better measure, less affected by 
demographic shifts and the January 1994 survey change, is the unemployment 
rate for prime-age males (z.e. those 25-54 years old).® Regression tests’ show this 
series to be strikingly more effective than the overall unemployment rate in 
predicting wage inflation in succeeding quarters. 

Excess capacity in Europe and Japan might also tend to hold down 
U.S. price inflation in coming months. Since the recovery took hold in the United 
States well before Europe and Japan, there is more excess capacity abroad than at 
tliis stage in past U.S. recoveries. This is one reason why import prices have been 
so weak since the cyclical trough in 1991. If this price moderation continues, and 
demand for foreign goods is sufficiently elastic, domestic producers may find it 
difficult to raise prices even if U.S. capacity utilisation rises above levels previ- 
ously associated with price acceleration. This argument is potentially quite impor- 
tant: in the past, when import price growth was low relative to domestic price 
growth, margins tended to weaken significantly. However, continued weakness in 
import prices would tend to hold down mainly manufactured goods prices: excess 
capacity abroad will do little to hold down growth of U.S. construction costs or 
service prices, which will be more sensitive to any pickup in the growth of 



28 



26 



domestic unit labour costs. Furthermore, recent weakening of the dollar may 
boost import price growth later this year, creating upward pressure on margins at 
year-end and in 1995. 

Over the past year, the non-employment rate (1 - (employment/working age 
population)) has not improved nearly as much as the unemployment rate. At this 
stage of the business cycle, more workers normally re-enter the labour force to 
search for jobs. On this occasion, however, a surprising number of workers 
remain sufficiently discouraged about job prospects that they still do not bother 
searching for work. Such “discouraged workers'’ tend to have less effect in 
bidding down wage growth than do active jobseekers. However, if these discour- 
aged workers start to look for work in greater numbers, and if the female labour 
force participation rate resumes its past upward trend, the unemployment rate 
could stabilise at a level which would not put significant upward pressure on 
wage rates. 

The number of long-term unemployed remains rather high for this stage of 
the recovery. Some might argue that this should increase downward pressure on 
wages, because once unemployment insurance benefits lapse, the reservation 
wage of the unemployed should fall. Alternatively, others have suggested that the 
long-term unemployed tend to behave a lot like discouraged workers - and are 
part of the labour force in name only. If the long-term unemployed constrain 
overall wage growth less than the short-term unemployed (as in Layard and 
Nickell, 1986), the current difference between the aggregate unemployment rate 
and past estimates of the NAWRU may in this respect understate nascent wage 
pressures. This caveat turns out to be an important one. In the regression tests 
reported in the annex, the ratio of long-tenn to total unemployment was posi- 
tively and significantly related to wage inflation.'* Thus, when the proportion of 
long-term unemployed to overall unemployment is high, as in the first half of 
1994, the effective NAWRU is also higher. 

The job- vacancy rate, as measured by the Conference Board index of help- 
wanted ads, has risen significantly in recent months. However, by past standards 
it still remains at a rather low level relative to total employment. Medoff (1994) 
emphasises that today’s unemployed have fewer job opportunities than did job- 
seekers prior to 1987. At that time, the Beveridge curve, which measures the 
relationship between job vacancies and the unemployment rate, began to shift 
inward (Diagram 6). Medoff suggests this is due in part to the trend toward 
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Diagram 6. THE BEVERIDGE CURVE 
1975-1994 



Aggregate unemployment rate Aggregate unomploymeni rate 




Noto: The observations for 1994 have been shifted due to the new Current Population Survey as follows: 
the unemployment rate has been reduced by 1/4 percentage point and the help-wanted ratio by 1 .1 per cent. 
Sourco: Bureau of Labor Statistics: The Conference Board 



downsizing by large U.S. corporations.'’ He argues that in light of today's low 
job-vacancy rate, wage inflation will not pick up despite the low unemployment 
rate. While the job-vacancy rate is more significant than the aggregate unemploy- 
ment rate in explaining wage growth, this is not necessarily relevant, since even 
the job-vacancy rate is completely dominated by the prime-age male unemploy- 
ment rate in empirical tests (see Annex 1). The econometric tests reported below 
provide no support for the assertion that current low job-vacancy rates will hold 
down wage inflation over the next year or so. 
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Capacity utilisation rose a bit above historical norms during the fourth 
quarter of 1993, but manufacturers* deliveries from vendors*-^ did not slow down 
much at all until the first quarter of 1994, and the pace of slowing did not become 
unusual until the second quarter ~ thus price mark-ups may be slower to increase 
than capacity utilisation might suggest (Diagram 7). This point is important, 
since manufacturing capacity utilisation is normally taken to be a good predictor 
of future changes in business price mark-ups. In the past, mark-ups typically 
started to creep upward as this utilisation measure rose above its historical norm 
of 80 or 81 per cent. It is, thus, a bad omen for inflation that manufacturing 
capacity utilisation rose above 84 per cent during the summer of 1994. However, 
empirical tests reported in Annex I suggest that vendor performance has in the 
past been as reliable an indicator of future mark-ups as manufacturing capacity 
utilisation, both for the overall business sector and manufacturing in particular. 



Diagram 7. MANUFACTURING CAPACITY UTILISATION 
AND VENDOR PERFORMANCE 
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Note: Vendor performance is the percentage of respondents reporting slower deliveries from vendors. 
Source: Federal Reserve Board; National Association of Purchasing Managers. 
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And in the past, mark-ups reacted to each of these indicators with a similar lag: 
mark-ups typically respond most strongly after one quarter or so to changes in 
either measure. 

Growth of the money supply has been quite slow this year, both for Ml and 
M2, and M2 velocity has continued to rise rapidly. Prior to the 1990s, such a rise 
in velocity might have signalled lower inflationary pressures to come, as in the 
“P-star” model - and even now, a few economists still point to the high and 
rising velocity of money to suggest that monetary policy was already sufficiently 
restrictive before the 1994 increases in the Federal funds rate. Even in the heyday 
of the P-star model, however, its supporters would have admitted that the velocity 
gap per se was less important in predicting future inflation than the output gap.*^ 
And in recent years, the link between inflation and the velocity gap has been 
quite weak.'^ Thus, the Federal Reserve Board no longer relies heavily on 
velocity as a predictor of future inflation, and velocity is not an important factor 
in this Survey’s projection for inflation. 

Combining the results of all of the above-mentioned statistical tests yields 
two conclusions: 

- First, prime-age male unemployment rates probably dropped a bit below 
the corresponding NAWRU early in the spring, when the aggregate 
unemployment rate was 6.4 per cent. Such a figure for the aggregate 
NAWRU would not be significantly different from the OECD 
Secretariat’s estimate for the aggregate NAWRU of 6 to 6‘/2 per centJ^ 
The econometric result is on the high end of the range of typical 
published estimates of the NAWRU, and it suggests that wage growth 
may soon start to pick up slightly. However, wage growth typically does 
not respond fiilly to such a drop until several quarters have passed, a 
point sometimes overlooked. 

- Second, price mark-ups may pick up - but apparently did not do so in 
the first half of 1994, as capacity utilisation rates might have suggested. 
Wage acceleration may drive up overall inflation in the second half of 
this year, but the pickup in price inflation is not expected to match fully 
or exceed the pickup in wage inflation until 1995. 
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II. Macroeconomic and structural policies 



Monetary tightening gets underway 

Low interest rates were clearly the most important factor supporting the 
economic recovery in the early 1990s. Favourable financial conditions facilitated 
balance-sheet restructuring by firms, households and banks. Businesses issued 
substantial amounts of bonds and new equity’^ in order to pay down older, 
higher-cost debt and undertake productivity-enhancing investments, primarily in 
information technology. Households also reduced borrowing and refinanced out- 
standing mortgage and consumer loans and used the interest savings to increase 
spending on a variety of items, but especially on interest-sensitive durable goods 
and housing. As a result, indicators of financial stress among non-financial 
agents, such as loan-default rates and bankruptcy filings, improved significantly 
in 1993. And banks and other depository institutions strengthened their financial 
positions by exploiting the steepness of the yield curve to improve profitability 
and by issuing new equity and subordinated debt to boost capital ratios. Their 
losses on collateral in the form of commercial real estate were also reduced by the 
flattening out in that market in many areas of the country. Most vestiges of the 
so-called “credit crunch*’ were eliminated, and the recovery of the financial 
system was substantially completed. Overall, the mission of monetary policy in 
the early 1990s - to guide the economy back to a growth path with full employ- 
ment and low inflation by offsetting what Chairman Greenspan often referred to 
as the “headwinds’* facing it - was largely accomplished by the end of 1993. 

A move toward ^ ^neutrality 

Even though there was no evidence of any meaningful upward pressure on 
inflation, the Federal Reserve recognised that the longest period of stability in 
official interest rates since the Second World War had to come to an end. After 
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finding itself tempted to raise rates in the late spring and summer of 1993 (when a 
so-called “biased directive” was in effect), it decided against such a course of 
action, preferring to wait until trends became clearer. But the Federal Open 
Market Committee (FOMC) recognised that it could not afford to wait until 
inflationary tensions were clearly visible before withdrawing the stimulus pro- 
vided by low rates. The case for not overstaying an accommodative stance was 
becoming clearer all the time: underlying output growth had accelerated far 
beyond the economy’s potential rate, bringing the unemployment rate rapidly 
down toward levels which would begin to risk a pickup in wage inflation; 
commodity prices began to move upward quite sharply around the beginning of 
1994; long-term interest rates stopped falling in October 1993 and started to rise, 
at first rather modestly, indicating a possible trend reversal in inflation expecta- 
tions; financial markets started to show some signs of excessive leverage-based 
speculation; and some credit aggregates accelerated noticeably (see below). 

The result was a series of decisions to tighten reserve conditions in order to 
raise the Federal funds rate. Rather than risk destabilising the markets with a 
shaip rise right off, it was decided to move gradually at the outset. Thus, the first 
three decisions (in February, March and April) led to ‘A point rises in the funds 
rate; both the fourth (in May) and last (in August) boosted it V 2 point and were 
combined with similar increases in the discount rate, the first in that symbolic rate 
since February 1989.^® The Federal Reserve described its action as a “move 
toward a posture of policy neutrality - that is, a level of real short-term rates 
consistent with sustained economic growth at the economy’s potential**. Real 
short rates had indeed been very low by historical standards (Diagram 8), and it 
was only after the May increase to 4 Va per cent that monetary accommodation 
was described as “substantially removed** and after the August rise that policy 
might possibly be described as slightly restrictive. However, while real short 
rates are a useful guide to assessing short-term monetary strategy, the equilibrium 
value of real short rates - whatever it is at any point in time ~ is consistent with 
any rate of inflation, and accordingly they cannot be relied upon as a target to 
achieve longer-term objectives of price stability. 

The market^ s reaction 

While the FOMC no doubt expected some rise in long-term interest rates in 
response to their policy change - long-term rates have tended to rise less than 
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Diagram 8. REAL SHORT-TERM INTEREST RATES 




1 . Defined as a deviation of actual from trend GDP as in Diagram 5. 

2. Deflated using the change in the CPI excluding food and er^eigy over the preceding four quarters. 
Source: OECD. 



half as much as short rates - the hope was that the reaction would be muted, 
drawing on the central bank’s credibility. In the event, however, what transpired 
was one of the sharpest three-month declines in the bond market in history 
(Diagram 9).“‘ Ten-year government note rates surged more than I'/i percentage 
points by early May (compared with a rise of only I 'A percentage points in the 
Federal funds rate), bringing their total rise since the October 1993 trough to over 
2 percentage points. Further upward pressure emerged in July. The response of 
the 30-year bond was only slightly more damped. Thus, instead of flattening as it 
has done most often in the first year of a tightening phase, the yield curve actually 
steepened, with the spread of two-year notes over three-month bills, for example, 
reaching its highest level since 1987.-- Bond markets abroad also declined 
substantially. 
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Diagram 9. SHORT AND LONG-TERM INTEREST RATES 
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Source: Federal Reserve Board. 
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The reasons for such a bond-market reaction need elucidation. The most 
important factor was no doubt upward revisions to estimates of the momentum of 
underlying output growth in the United States.^ Inseparable from this upward 
revision to growth prospects was the associated impact on the amount of spare 
capacity in labour and product markets and the resulting effect on expected 
inflation although survey data shows little evidence of any increase in such 
expectations. Real growth and especially the drop in unemployment have been at 
the top end or beyond the range of expectations of FOMC members^'* (Table 4). 
While Chairman Greenspan has called for the introduction of indexed bonds, in 
part in order to shed light on inflation expectations,^ other countries have already 
developed markets for such securities; for the United Kingdom they show that 
real interest rates over a ten-year horizon rose about 1 ‘A percentage points over 



Table 4. Recent economic projections of FOMC members and other FRB Presidents 

Central tendencies 



Date of projections 


July 

1992 


February 

1993 


July 

1993 


Actual 




Projections for 1993 ‘ 




Nominal GDP 


5Vj-6‘/^ 


572-6 


5-574 


5.4 


Real GDP 


2Y.-3 


3*3'/4 


274-274 


3.1 


(implicit GDP deflator) 


274-374 


272-2V4 


274-3 


2.2 


Consumer price index 


2Y.-374 




3-374 


2.7 


Unemployment rate 




6 V 4-7 


674 


6.5 




July 


February 


July 


Blue Chip 


Date of projections 


1993 


1994 


1994 


Sept. 1994 






Projections 


; for 1994' 




Nomina] GDP 


5 - 6 V 2 


572-6 


572-6 


6.0 


Real GDP 


27i-3'/4 


3-374 


3-374 


3.0 


(implicit GDP deflator) 


2'/i-3'/4 


272-274 


272-274 


2.9 


Consumer price index 


3-3'/2 


3 


274-3 


2.8 


Unemployment ratc^ 


6'/j-6V4 


672-674 


6-674 


6.1 


1. Percentage change, fourth quarter to fourth quarter, except for the unemployment rate which is in levels, also in the fourth 
quarter. 

2, New basis as of February 1994 column. Tire difference is approximately +0.5 percentage points. 

Source: Board of Governors of the Federal Reserve System. Monetary Policy Report to (he Congress, and Blue Chip Economic 
Indicators, 10 September 1994. 





the four months ending in June. If a similar increase took place in the United 
States, however, then there would be very little increase in nominal long-term 
rates which remains to be explained by higher inflation expectations. 

Long rates probably also rose because of signs of recovery abroad, bringing 
about an expected global increase in the demand for capital: recovery in Europe 
and Japan seemed to be getting underway somewhat earlier and with greater 
vigour than had been generally expected. Heightened uncertainty of policy inten- 
tions world-wide may also have played a role, something which would also help 
explain the unusually high degree of international correlation of bond-market 
performance. One example of this was the failure of trade negotiations between 
the United States and Japan in February. Uncertainly also emanated from the 
impression that the U.S. authorities were willing to see the dollar decline (see 
below).^^ A further explanation lies in a correction of the probable overshooting 
of financial markets prior to the change (popularly described as a ‘‘bubble”). 
Many investors, sophisticated and unsophisticated alike, appear to have gained 
the mistaken impression that the returns on long-term assets such as bonds and 
equities were permanently high and that the variance in such returns would be 
lower than historical averages. Combined with low money-market and deposit 
rates, this false sense of security and certainty had led to a portfolio adjustment 
toward longer-maturity, riskier assets (especially in the form of bond and equity 
mutual funds which rose $281 billion in 1993). Part of this was undertaken in 
heavily leveraged form by so-called “hedge funds”. When volatility returned, 
the shift was reversed, and funds flowed back into bank deposits and money- 
market mutual funds 

Money and credit 

For the most part, the monetary aggregates have continued to follow earlier 
trends until around April 1994. Narrow money (Ml) growth remained strong 
through early April, as low money-market and deposit rates were not suffi- 
ciently attractive to entice agents to give up the liquidity advantages of transac- 
tions balances; mortgage refinancings led to temporary flows through such 
balances; and Hi) demand for currency from abroad is believed to have been 
robust. However, during the month of April such balances fell fairly sharply, 
probably in response to the drying up of mortgage refinancings. Since tlien 
modest growth has resumed. The part of M2 not included in Ml has stagnated 
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since early 1993, leaving overall M2 growth steady below 2 per cent per year. 
Increases in M3 have been even more modest. While both have been just above 
the target ranges which the Fed is still required to fix (growth of 1 to 5 and 0 to 
4 per cent, respectively for both 1993 and 1994), it is clear that little weight is 
being placed on them in setting monetary policy. Velocity of the broader aggre- 
gates has continued to increase rapidly, owing to the rise of short- and long-term 
market rates relative to sluggishly adjusting deposit rates. Bank have not pursued 
deposit funding aggressively, instead relying heavily on equity and subordinated 
debt to bolster their capital positions and support the loan growth they have 
experienced since the beginning of 1994. 

Domestic non-Federal non-financial debt increased 3.9 per cent in 1993, up 
slightly from 3.3 per cent in 1992. This indicates continued private-sector 
deleveraging, given business sector value added growth of 5.9 per cent. This 
process may, however, be coming to an end in 1994. Commercial and industrial 
loans began to rise in January after steady declines in recent years; annualised 
growth has averaged about 10 per cent since then. In March the pace of loan 
increases quickened, and over the past few months annualised growth has been in 
the range of 15 per cent. Likewise, consumer credit rose SVa per cent during 
1993 after three years of very slow growth, but by June 1994 the year-on-year 
growth rate was almost 13 per cent. Federal debt rose only 8.3 per cent in 1993, 
the lowest increase since 1989, bringing the increase in total domestic non- 
financial debt to 5.0 per cent, essentially the same rate as in 1992. 

Recent pressures on the dollar 

During 1993, the dollar followed a U-shaped pattern: it fell on an effective 
basis from early in the year until early June and then recovered thereafter, 
especially during the autumn, regaining its 1992-93 peak just after the turn of the 
year (Diagram 10). Thus far in 1994 it has been on a downward trend, having lost 
about 5 per cent of its value by September. However, it remains well above all of 
its local troughs during the 1990s; indeed it is still about 7 per cent above its 
lowest value as recently in the late summer of 1992. Many observers, however, 
tend to focus on the bilateral rates against the yen and the Deutschemark, and the 
dollar rate hit a record lows against the yep in June 1994. However, that combi- 
nation alone gives an unduly pessimistic impression, as the dollar has risen 
sharply against a number of other currencies over the past two years, most 
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Diagram 10. EXCHANGE VALUE OF THE OOLLAR 





Source: OtCD. 
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notably against its Canadian counterpart as well as the Mexican peso. Overall, 
the best description of the dollar’s pattern on an effective basis over the last few 
years is that it has been trendless (at least once the peso is excluded over the 
period of high inflation in Mexico). 

Nevertheless, the evolution of the dollar has been somewhat surprising, 
given the trend in interest differentials. Its failure to rise removes one channel for 
slowing the domestic economy and preventing a rise in inflation. Short spreads 
against the yen have moved up by about 2 percentage points over the past year; 
against the Deutschemark the narrowing has been about 3 points. At the long end 
the movements have admittedly been smaller. Monthly figures on the budget 
deficit have been much below expectations, and inflation outcomes have also 
been more moderate than most projections. Nevertheless, there seems to have 
been some erosion of market confidence. On the other hand, strength in the yen is 
attributable to the persistent Japanese external surplus. Most recently, faster-than- 
expected growth in Europe may have played a role. There are some who point to 
concerns that Federal Reserve action has, at times, lagged behind the need to 
counter a build-up of inflationary pressures and fears that long-term rates may 
move sharply higher, as they did in the late 1970s. Others cite the anxieties 
created by official policy toward the dollar. The perceived Administration policy 
to reduce the bilateral external deficit with Japan one way or another was 
translated by market participants into a possible threat to lower the dollar’s value 
if the protracted bilateral trade discussions end in stalemate. This led to official 
denials and some effort by the authorities to limit the dollar’s decline in May and 
again in June when 17 central banks engaged in concerted intervention, and the 
Treasury Secretary said clearly that the Administration ‘*sees no advantage in an 
undervalued currency”. But that did not eliminate the pressures in the market 
which persisted into the summer and resumed in September. 

One factor influencing the value of the dollar may be the persistent external 
deficit. While the deficit has not regained the levels of the mid to late 1980s, 
especially when normalised as a share of GDP, its financing still requires a 
continuing increase in foreign holdings of U.S. assets. This requirement, coupled 
with recent developments in the pattern of capital flows (Table 5), has raised 
renewed concerns as to the sustainability of the U.S. external position. For 
example, direct investment flows have shifted from net inflows during much of 
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Table 5. Balance of payments 
$ million, seasonally adjusted 





I<W2 


IW.'i 


1994 SI 


Currcni baijince 


~(>7 88() 


-10.1 896 


-09 287 


Long-term capital 


-U 592 


-52 69.1 


2 530 


/}/ u-fiu'Ji: 


Direct invcsiincnl 


-y\ 1 16 


-.16 504 


-16 701 


Inward 


9 888 


21 -166 


15 868 


Outward 


-41 004 


-57 870 


-12 569 


Portfolio 


10 6.*^5 


-18 067 


17 900 


Inward 


61 718 


102 415 


55 000 


Outward 


-45 1 14 


-119 981 


-17 091 


Official 


920 


1 360 


1 .112 


Basic balance 


-81 478 


-156 588 


-66 7.50 


Noii-monciary short term capital 


1 510 


17 261 


-4 660 


of u’luc/i ' 


Private, net 


18 024 


16 166 


11 400 


Errors and omissions 


-1? 108 


21 096 


-18 057 


Monetary .short-icnn capital 


}J 775 


50 690 


71 875 


Liabilities to foreign official monetaiy 


agencies 


.^8 280 


70 015 


! 015 


Change in rescrve.s {+ ss decrease) 


5 901 


-1 179 


-1 478 


U .S Dopaiinvm of Comnwreo. Buiouu oJ IconoiriK' Analysis. 


and OECD. 





the decade of the 1980s. to net outflows so far in the 1990s. At the same lime, 
there has been a substantial decline in net inflows resulting from securities 
transactions, reflecting among other factors, an increased interest by U.S. inves- 
tors in portfolio diversification and a reported reluctance of Japanese investors to 
add to dollar positions in light of past currency losses. The counterpart has been 
an increase in financing flows through official and banking channels. For some 
observers, these shifts in the pattern of financing flows has reinforced the more 
basic concern that the continuing build-up of net international indebtedness 
(which reached $556 billion dollars or 8V? per cent of GDP at the end of 1993’®) 
to finance the persistent external deficit makes the U.S. economy increasingly 
vulnerable to changes in market perceptions. 
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Some progress in fiscal consolidation but persistent 
longer-term problems 

The 1993 outcome 

The fiscal year 1993 (ending 30 September) saw a Federal budgetary out- 
come which diverged significantly from what had been expected at the time the 
year’s Budget was presented in early 1992. But the main reason was a $100 bil- 
lion favourable surprise in outlays related to deposit insurance (see foot- 
note 30 below). Excluding deposit insurance, the deficit of $255 billion was 
slightly higher than had been expected - about $4 billion according to the 
Administration (Table 6), $20 billion according to the Congressional Budget 
Office (CBO). The Administration primarily blames economic conditions for 
carving more off receipts ($24 billion) than off interest payments ($13 billion). 
While real growth was slightly stronger than projected, inflation was far lower, 
leaving a smaller tax base, with little impact on outlays. Emergency spending 
decisions also lifted the deficit by $7 billion, but other policy changes offset 
nearly $5 billion of this. And residual, officially named ‘‘technical” factors 
(mainly lower Medicaid spending) account for a saving of about $12 billion. The 
CBO attributes slightly less of the overrun to economic surprises ($9 billion) and 
more to policy changes broadly defined ($12 billion). 

On a national-accounts basis (thereby excluding deposit insurance), the 
deficit was $4 billion less than expected by the Administration in the fiscal year: 
a smaller shortfall on receipts and a larger saving on interest payments compared 
with the budget decomposition provided above are the main factors. For the 
calendar year 1993 the latest estimates for the deficit show a decline of about 
$50 billion from 1992 to $241 billion (Table 7). Revenue growth accelerated 
from 4.4 to 7.4 per cent, once corrected for inflation the highest rate since 1987. 
Nominal expenditure growth slumped to 3,2 per cent - in real terms one of the 
lowest rates since 1960 -* due to continuing defence cut-backs, a sizeable slowing 
in domestic transfer payments, an absolute declines in net interest payments and a 
modest rise in non-defence non-wage purchases. However, the growth of com- 
pensation per head, at 4.9 per cent, was much higher than private sector (3.7 per 
cent), as it had been in 1991 (see below). 

The State and local government fiscal position showed another slight 
improvement in 1993. With little change in their surplus on social insurance 
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Table 6. Comparison of 1993 Federal fiscal outcome with budget projection 

$ billion, fiscal year 



Policy 

charlgc^ 



A. Budget basis - allocation by cause 



Receipts 



Individual income ta.x 


00 


Corporation income tax 


2.0 


Social insurance taxes and 




contribution.s 


-0 1 


Excise taxes 


0.0 


E.state and gift taxes 


0.0 


Customs duiies 


-0.1 


Other 


-0.1 


Total 


l.« 


Outlays 




Discretit>nary 


-8.8 


Defence 


-8.4 


Non>dcfence 


-0.4 


Mandatory 


6.1 


Deposit insurance 




Other 


6.1 


Net interest 


-0.2 


Total 


-2,9 


Deficit s. 


-4.7 


Excluding deposit insurance 


-4 7 



B. National accounts basis 
Receipts 

Personal lax and iion*tax receipts 
Corporate tax accruals 
Indirect business tax and non -lax 
accruals 

Social insurance contributions 
Total 

Expenditures 
Purchases 
Defence 
Non -do fence 
Transfer payments 
Domestic 
foreign ^ 

Grants* in- aid to State and local 
governments 
Net interest paid 
Subsidies loss current surplus of 
government enteiprises 
Total 

Deficit 



Px' )iu>mK* 
cor.'liiioits 


Spcndiins cap 
adjuMiiwnis 


Other 


Total changes 


-13..5 




4.1 


-9.4 


1.9 




7.7 


11.6 


-9.8 




-6.3 


-16.2 


0.3 




-0.3 


0.1 


0.0 




-0.3 


-0.3 


1.4 




-0.5 


0.8 


-4.8 




2.8 


-2.1 


-24.4 




7.1 


-15.5 




7.4 


1.1 


-0..4 




2.0 


2.0 


-4.4 




5.4 


-0.9 


4.1 


0.9 




-107.1 


-100.2 






-103.7 


-103.7 


0.9 




-3.5 


3 5 


-12 7 




-2.2 


-15.1 


-ll.S 


7.4 


-108.2 


-115.6 


12.5 


7.4 


-115.3 


-lOO.l 


12.5 


7.4 


-11.0 


3.6 



-N.g 

15.6 

2.1 

-5.9 

-3.1 



0.7 

1.4 

-0.7 

14.1 

13.9 

0.2 

-9.9 

-24.1 

-0.4 

-19.6 

-I6„S 



Siuarv: Sun r\ of Cumni Hu^ou-w. March 1992. aiul /h/iA'c-r of the t'nitrJ Stotrx (ymern/Hr/i;. Antil\tual /Vf.i/;<*(7nr.v 
rt'Uf ;V95 
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Table 7. Government receipts and expenditures^ 1993 

NationaS accounts basis, S billion 



Federal 


State and local 


Genera! govemmeni 




Level 


% change 


Level 


% change 


Level 


% change 


Receipts 


1 265.7 


7.4 


891.1 


5.7 


1 970.7 


6.6 


Personal tax and non-tax receipts 


520.3 


6.3 


166.1 


4.4 


686.4 


5.8 


Corporate tax accruals 


143.0 


23.7 


30.3 


25.5 


173.3 


24.0 


Indirect business tax and non-tax 














accruals 


84.6 


4.1 


440.8 


4.2 


525.4 


4.2 


Social insurance contributions 


517.8 


5.3 


67.8 


5.2 


585.6 


5.3 


Federal grants-in-aid 






186.1 


8.1 






Expenditures 


1 507.1 


3,2 


864.7 


5.7 


2 185.6 


3.7 


^rc bases 


443.6 


-1,2 


704.7 


4.2 


1 148.4 


2.1 


of whichi 














National defence 


302.7 


-3.7 


0 


- 


302.7 


-3.7 


of which: 














Compensation 


135,7 


-0.1 


0 


- 


135.7 


-0.1 


Other 


167.0 


-6.3 


0 


- 


167.0 


-6.3 


Non-defence 


140.9 


4.5 


704.7 


4.2 






of which: 














Compensation 


67.9 


6.7 


483.0 


4.6 


550.9 


4.9 


Other 


73.0 


2.6 


221.7 


3.3 


294.7 


3.1 


Transfer payments (net) 


658.0 


5.2 


250.4 


9.3 


908.4 


6.3 


of which: 














To persons 


642.3 


5.5 


250.4 


9.3 


892.7 


6-5 


To rest of world (net) 


15,7 


-^.6 


0 


- 


15.7 


-4.6 


Grants in aid to State and local 














governments 


186.1 


8.1 










Net interest paid 


183.6 


-1.7 


-63.7 


0.8 


119.9 


-3.0 


Subsidies less current surplus of 














government enterprises 


35.7 


29.4 


-26.8 


11.3 


9.0 


151.0 


Surplus/Defidt 


-241.1 


-14.6 


26.3 


6.2 


-215.0 


-16.6 


of which: 














Social insurance funds 


n.a. 


n.a. 


66.3 


-0.2 


n.a. 


n.a. 


Other 


n.a. 


n.a. 


^0.0 


-3.8 


n.a. 


n.a. 



Source; U,S. Dcpartmcnl of Commerce, Survey of Current Business, and OECD. 



funds (primarily pension funds for their employees), their overall surplus edged 
up to $26 billion from $25 billion in 1992. However, this is a far cry from the 
outcomes of the inid-1980s which saw surpluses of around $55 billion. Led by 
transfer payments, spending increases have continued to be in excess of 3 per 
cent per year in real terms, about the same as real revenue gains, despite a pickup 
in the share of State and local expenditures accounted for by Federal grants-in-aid 

43 




ERIC 



45 




(inler-govemmental transfers) from 19 to nearly 22 per cent in the 1990s.^ The 
growth in transfer payments dropped below double-digit rates for the first time in 
five years but remained substantial. Much of this was in health care» a subject 
which is treated in greater depth in the next chapter. Personal tax cuts lowered tax 
receipts by $0.4 billion after a boost of $3.1 billion due to legislative changes in 
1992 (Sullivan, 1994). Similarly, tax hikes added only $1.0 billion to sales tax 
revenues, after a corresponding rise of $4.0 billion in 1992. Overall, the general- 
government sector recorded a deficit of 3.4 per cent of GDP, down from the 
1992 record of 4.3 per cent, but otherwise the highest since 1986. About one- 
third of the change in 1993 was caused by a narrowing of the output gap, but 
virtually all of the remaining deficit at the time could be regarded as structural. 
The Federal government was responsible for all of the structural improvement; 
indeed, the cyclically-adjusted budgetary position of the State and local govern- 
ments deteriorated slightly after two years of improvement (Diagram 11). 

Developments in 1994 

1994 marks the first fiscal year which is completely governed by the terms 
of the Omnibus Budget Reconciliation Act of 1993 (OBRA93), described in 
detail in last year's Survey. Signed in August, this legislation was designed to cut 
some $5(K) billion from the baseline Federal budget deficit over the years to 
1998, with approximately equal contributions from increased taxation and 
reduced spending. When OBRA93 was passed, Administration projections were 
for a fiscal deficit of $259 billion in FY 1994, but stronger-than-expected output 
growth and an improving outlook for deposit insurance^^ led to an initial down- 
ward revision to $235 billion. Even this would seem to be rather conservative: 
over the first eleven months of the fiscal year, the cumulated deficit was running 
$60 billion below last year’s pace and $80 billion less if deposit insurance is 
excluded. Annualised revenue growth has been nearly 10 per cent, and outlays 
have been rising only at a 2‘/2 per cent pace. More recently, the Administration 
has predicted a figure around $220 billion as being more likely for the deficit, 
while the CBO has projected a figure around $200 billion. While at this point it is 
too early to assess whether or not receipts on the individual income tax have met 
official expectations, it is clear that outlay growth has been surprisingly weak. On 
a national -accounts basis, the Federal deficit in the fiscal year’s first three 
quarters was running at an annual rate of $8 billion less than projected by the 
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Diagram 1 1. GOVERNMENT BUDGET BALANCE AND NET DEBT 
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Administration in its 1995 Budget documentation. This improvement was real- 
ised despite approval in February 1994 of an emergency supplemental spending 
bill totalling $1 1 billion over five years (partly offset by $3.3 billion in cancelled 
budget authority). Most of the expenditure was devoted to disaster relief resulting 
from the California earthquake and was, therefore, not subject to the pay-as-you- 
go rules of the 1990 Budget Enforcement Act. But the frequency with which 
resort has been made to such emergency spending provisions has led some to 
suggest that such items be allocated a separate line in the Budget and then 
brought under the pay-as-you-go rules. Overall, indications are that the cycli- 
cally-adjusted Federal deficit will fall sharply once again this calendar year, 
reaching little more than 2 per cent of GDP. 

While some have predicted a limited turnaround in State and local finances 
in 1994 (Sullivan, 1994) on the back of a slight re-acceleration in receipts, the 
year got off to a slow start with a national-accounts surplus of about $25 billion 
in the first half, slightly below the average 1993 outcome. Both income and 
outlay growth have slowed, but transfer payments continue to surge at near 
double-digit rates. It seems as though there is a great political eagerness to cut 
taxes - and only secondarily spending - at the State level. Up to 18 States could 
cut taxes this year, even though only eight of these are in fundamentally sound 
fiscal shape. It is unlikely that such fiscal slippage can fail to be noticed by bond- 
market investors; indeed, in recent years average interest rates paid by such 
governments on their notes and bonds have risen relative to those on Federal and 
corporate issues. 

The 199S Budget 

The Administration’s proposed Budget for FY 1995 probably contains the 
fewest controversial elements of any for a long time, since the most important 
macroeconomic decisions were taken last year in fixing the terms of OBRA93. 
Most importantly, the Act requires a so-called “hard freeze” in discretionary 
spending: essentially no growth in nominal spending through 1998. As in FY 
1994, there is a single discretionary spending cap covering all classes of expendi- 
ture; once again, meeting the caps will be more constraining for actual outlays 
than for budgetary authority. Thus, for the first time since 1969 planned non- 
defence discretionary spending would actually fall in nominal terms (Table 8),^‘ 
bringing about a sharp slowdown in overall spending growth from estimated 




Table 8. Federal outlays, receipts and deficit summary 
$ billion, fiscal year 



\m 1994 1^5 1998 1999 % change 

1993.99 



Outlays 



Discretionary 


542.5 


550.1 


1.4 


542.4 


-1.4 


543.9 


544.3 


548.1 


554.4 


0.4 


Mandaiory 


666,9 


730.4 


9.5 


762.9 


4.4 


814.9 


881.4 


945.0 


! 020.5 


7,3 


Deposit insurance 


-28.0 


-3.3 


n.m. ' 


-11. 1 


n.m. ‘ 


-11.3 


-6.1 


-4.9 


-3.3 


n.m. 


Other 


694.9 


733.7 


5.6 


774.0 


5.5 


826.1 


887.5 


949.9 


1 023.8 


6.7 


Nel Interest 


198.8 


203.4 


2.3 


213.1 


4.8 


224.8 


2.34.6 


245.0 


255.2 


4.3 


Total 


1 408.2 


1 484.0 


5.4 


1 518.3 


2,3 


I 583.5 


1 660,3 


1 738.2 


1 830.2 


4.5 


Receipts 


1 153.5 


1 249.2 


8.3 


1 342.2 


7.4 


1 410.4 


1 479.5 


1 550.8 


1 629.0 


5.9 


Deficit 


254.7 


234.8 


-7 8 


176.1 


-2.5.0 


173.1 


180.8 


187.4 


201.2 


-3.9 


As per cent of GDP 


Outlays 


22.4 


22 3 




21.6 


- 


21 3 


21.2 


21.0 


20 9 


- 


Receipts 


18.3 


I8.K 


- 


19.1 


- 


19.0 


18.9 


1H7 


186 


- 


Deficit 


40 


3 5 


- 


2.5 


- 


2 .3 


2.3 


2.3 


2 3 


- 


With health* care reform 


De licit 


254.7 


234.8 


- 


165.1 


- 


169 6 


186.4 


190.5 


181 1 


- 


De licit as per cent of GDP 


4.0 


3.5 


- 


2,4 


- 


2 3 


2.4 


2.3 


2 1 


- 



I Noi riK'jnin^Cul 

Sotircc- Otnlf:rt of ihr Utuiai Staler G('»rf nf«cn/. Fi\col »<ir ^99,5 



^9 




1994 outcomes to 2.3 per cent (1.8 per cent excluding deposit insurance); in 
volume terms spending would fall sligthly. Outlays are to be nearly $7 billion 
below current services estimates. With continuing buoyant revenue increases, the 
deficit is expected to fall sharply to about $176 billion (2.5 per cent of ODP, the 
lowest since 1979), down by a quarter from the then estimated 1994 outcome. 
Were the Administration’s health-care proposals to be adopted, a further $1 1 bil- 
lion in deficit reduction would be achieved in 1995 because of the early introduc- 
tion of its tobacco tax component. But this would mark the absolute deficit trough 
for the d'^cade; and the structural deficit would still be one of the largest in the 
years from 1956 to 1982 (CBO, 1994n). 

In its budget resolution, the Congress accepted the broad outlines of the 
Administration’s targets, providing $3.7 billion more in budget authority but 
$5.3 billion less in outlays. It also cut a further $13 billion from its spending 
estimates over the next five years, but less than $1 billion of that pertains to 
FY 1995, and the rest has no binding character. As with last year, it remains to be 
seen to what extent the Congress will approve the Administration’s detailed 
proposals for new spending appropriations. The President wishes to boost 
certain spending classified by the Administration as investment by a further 
20 per cent (representing $15 billion) in FY 1995 (Table 9), in part by terminat- 
ing 115 small spending programmes (saving $0.7 billion) and cutting budget 
authority for more than 300 others (saving $4.8 billion). Major cut-backs are 
planned in defence ($9 billion), while expenditures for unemployment insurance 
and agricultural subsidies are expected to fall by $4 billion each. Altogether, 
spending increases in 60 per cent of all programmatic budget accounts would be 
held below the rate of inflation. Besides the personnel cuts of 100 000 by 1995 
and the 152 000 more called for by 1999 in the National Performance Review, 
described in the following chapter, the President has also signed an Executive 
Order to implement a series of cuts in administrative expenses cumulating to 
14 per cent by 1997. 

The Administration's budget proposals are based on a set of economic 
assumptions fixed in December 1993 and accordingly subject to risk. Even by the 
time of its presentation in February, the accompanying text recognised that the 
deficit projections were over $5 billion too high, as the annualised rate of real 
GDP growth in the first quarter of the fiscal year was about 3 percentage points 
greater and the increase in the GDP deflator was less than half the 3 per cent 
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Table 9. Proposed Administration-identified investments in the Federal budget 
Budget authority, $ billion 





1993 


1994 


1995 


Change 1993-95 


Change 1994-95 




Enacted 


Estimate 


Proposed 


Dollars Per cent 


Dollars 


Per cent 


Economic security 














Infrastructure 


19.8 


22.7 


24.0 


4.1 21 


1.3 


6 


Education and training 


11.9 


13.7 


17.0 


5.1 43 


3.3 


24 


Technology 


5.3 


6.6 


8.0 


2.6 50 


1.4 


22 


Environntcnt 


5.6 


6.0 


7.4 


1.8 32 


1.4 


24 


Other 


n.3 


13.4 


16.9 


5.6 49 


3.5 


26 


Health security 


U.7 


12.8 


14.1 


2.3 20 


1.3 


10 


Personal security 


0.2 


0.0 


2.8 


2.6 n.m.' 


2.7 


n.m.* 


Total 


65,9 


75.2 


90.1 


24.2 37 


14.9 


20 



1. Not meaningful. 

Source: Budget of the United States Government. Fiscal Year 1995. 



expected. But the prudence of the short-term assumptions for real activity are 
balanced by the risks of failing to achieve what amounts to a cycle-free medium- 
term scenario, with annual economic growth slowing smoothly to its assumed 
potential rate of 27i per cent, inflation (as measured by the Consumer Price 
Index) rising gently to 3.4 per cent and real interest rates remaining extremely 
modest compared with the 1980s.^^ The unemployment rate in the spring of 
1994 was already approaching levels expected for the late 1990s, and as a result 
both short- and long-term real interest rates are currently much higher than had 
been assumed. While the impact of this underprediction on the deficit will not be 
excessive this fiscal year, should it persist, as the OECD Secretariat expects, the 
extra spending burden will grow quite rapidly over time. 

The Budget may also present an unduly favourable picture of spending and/ 
or deficit trends for a number of other reasons. First, a number of tax provisions 
are scheduled to expire before the end of the budget planning horizon in 1999 
(most prominently the Research and Experimentation tax credit at the end of 
fiscal 1995), and doubtless there will be strong pressures to extend many or all of 
them, although such extensions would be subject .to the Budget Enforcement 
Act’s “pay-as-you-go” rules (that is they could not be extended unless offsetting 
savings could be found). The total cost involved would be $17 billion over the 



next five years. Second, a number of other items were not included in the Budget 
and will require financing. These include the pay-as-you-go offset to the loss of 
customs revenues following the GATT agreement (see below), the cost of the 
welfare-reform proposals presented this spring (see the next chapter) and the cost 
of the Superfund changes (discussed below). A large share if not all the savings 
expected from the National Performance Review is being used to finance a 
substantial increase in crime-related spending (about $30 billion over five years). 
Third, the official budget assumptions call for Federal pay rises averaging less 
than 2 per cent per year for the '■ix years 1994 to 1999, a real decline of some 
8 per cent. To the extent that suc:i deep cuts are not realised in future annual 
appropriation rounds, other offsetting savings would have to be found. Further- 
more, these assumptions are not consistent with the current target calling for the 
present estimated 26 per cent pay gap between Federal non-defence employees 
and their private-sector counterparts to be eliminated over thie next nine years. In 
order to reach that target pay rises would have to average about 5 ‘A per cent per 
year. Finally, there has been a tendency for longer-term budget deficit projections 
to be unduly optimistic in recent years. Auerbach (1994) has recently pointed out 
that official (CBO) deficit forecasts for fiscal 1994 done six years earlier imply a 
moderate surplus when account of intervening policy changes is taken. The 
“error” of some $260 billion is attributable to economic errors including under- 
prediction of real interest rates ($80 billion) and “technical” errors, that is higher 
health ($40 billion) and other spending ($75 billion, despite the “peace divi- 
dend”) and revenue shortfalls ($65 billion). While this error is unusually large by 
recent standards, the pattern of excessive optimism is well established. 

Some longer-term considerations 

Despite the probable success of OBRA93 in preventing deterioration in the 
Federal deficit over the next few years, there remains cause for longer-term 
concern about the Federal fiscal position, independent of what may possibly 
result from any health-care reform. First and foremost, the United States remains 
at a serious disadvantage with respect to the rest of the world in terms of its lack 
of investment and especially saving, and there seems little prospect of the private 
sector providing much relief in this respect. There is, therefore, widespread 
agreement that the surest way to alleviate the shortage of saving is for the public 
deficit to be cut.^ Also growing in popularity is the idea of an overhaul of the tax 



system to encourage saving and investment more directly by, for example, scrap- 
ping the corporate income tax in favour of a consumption-based tax.^^ On the 
spending side, deficit-reduction advocates call for better controls on entitlement 
spending. The Administration has proposed to reform health care, but has sug- 
gested little thus far on other entitlements other than to set up a bipartisan 
Entitlement Reform Commission which is due to report by year-end. The trustees 
of the Social Security system report that the retirement trust fund will probably 
become insolvent in 2029, seven years earlier than they estimated last year, and 
that the Medicare hospital trust fund will run out of money in 2001, despite the 
1993 tax change removing the ceiling on the contributory wage base. The longer 
that action is delayed to deal with these solvency problems, the more draconian 
the solutions will have to be. 

The Administration argues that its health-care reform would prevent 
renewed upward pressure on the deficit over the remainder of the decade. But, 
even if the Administration’s health-care reform were approved, the CBO projects 
that the Federal deficit would reach a trough by about 1996 and rebound by more 
than a percentage point of GDP by 2004 (CBO, 1994a and 1994^). Tliis implies 
upward pressure on the ratio of debt held by the public to GDP which would 
exceed 57 per cent by 2004; this is 5 percentage points above current figures, 
more than double early- 1980s levels and the highest ratio since 1955 (see Dia- 
gram 11 above). After 2004 the picture gets even worse. Auerbach (1994) has 
argued that the primary deficit will widen by 3 to 6 percentage points of GDP 
from 2004 to 2030 and by about three-quarters of a percentage point more from 
2030 to 2070 because of the impact of population ageing on social security 
outlays and of increasing public health-care spending. The result is that an 
immediate permanent reduction of 4 to 6 percentage points of GDP in the 
primary deficit would be required to prevent a rise in the deficit/GDP from 
2004 to 2070. Otherwise, according to Auerbach, the debt/GDP ratio would rise 
to clearly unsustainable levels. 

The worsening historical trend in Federal indebtedness has not been 
matched by asset acquisition: as best as can be estimated, real Federal investment 
outlays have been falling as a share of GDP since about 1986, with a particularly 
sharp decline in 1993-95 (Diagram 12), despite the increases in Administration- 
identified investments in the 1995 Budget. Even excluding defence-related 
investment outlays, spending has been much lower in relation to GDP since 
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Diagram 1 2 . MAJOR REAL FEDERAL INVESTMENT OUTLAYS 
Per cent of GDP, constant 1987 $ 
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1980 then it had been previously. This does not augur well for the Federal 
contribution to future economic growth. The United States also remains lowest 
in the OECD in centra! and total government investment as a share of GDP 
(Diagram 13), The decline in Federal investment is primarily a result of dwin- 
dling defence capital outlays, but even non*defence items are not growing very 
quickly, and Administration projections call for declining real Federal physical 
capital spending in the period 1993-99 (Office of Management and Budget, 
1994), by no means all of which is the result of defence downsizing. This along 
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Diagram 13. GOVERNMENT GROSS FIXED CAPITAL FORMATION 
1986-92 average’ 
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Diagram 14. THE FEDERAL GOVERNMEWT BALAMCE SHEET 
End fiscal year, in billions of 1993 dollars 
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with the declining value of Federal land and mineral rights, has meant that 
Federal gross assets have been falling slowly in real terms since the mid-1980s 
(Diagram 14), and net Federal liabilities have surged to over $10 000 per capita 
in 1993. Tills represents 5.6 per cent of national wealth, up from 0.4 per cent in 
1960 and 1.3 per cent as recently as in 1980. 

A “generational accounting” approach - as yet experimental and illustra- 
tive - points to the implications of present trends and policies over the long term. 
While OBRA93 significantly reduced the tax burden for future generations, and 
health-care reform might make further progress, unchanged policies imply a 
severe imbalance between the treatment of existing and future generations 
(Table 10). Although the following estimates rely on a variety of assumptions 
which together imply wide confidence intervals, it is indicative that, assuming a 
real annual discount rate of 6 per cent and a productivity growth rate of 0.75 per 
cent per year, lifetime net tax rates (the present value of taxes less transfers as a 
share of labour income) might climb from about 36 per cent for those bom in 
1992 without health-care reform (38 per cent with reform) to 82 per cent (67 per 
cent) for future generations (Office of Management and Budget, 1994). Further- 



Table 10. Lifetime net tax rates under a generational accounting approach 

In per cent 



Generation's year 
of birth 


Before OBRA93 


After OBRA93 


With health care 
reform 


Health care reform 
but faster cost growth 


1900 


23.6 


23.6 


23.6 


23.6 


1910 


21.2 


27.2 


27.2 


27.2 


1920 


29.0 


29.0 


29.1 


29.1 


1930 


30.5 


30.6 


30.9 


30.9 


1940 


31.6 


31.9 


32.4 


32.2 


1950 


32.8 


33.2 


34-0 


33.5 


1960 


34.4 


35.0 


35.9 


35.2 


1970 


35.7 


36.5 


37.6 


36.6 


1980 


36.0 


36.9 


38.2 


36.7 


1990 


35.5 


36.5 


38.3 


36.2 


1992 


35.4 


36.3 


38.3 


36.0 


Future generations 
Percentage point difference: 


93.7 


82.0 


66.5 


75.2 


Future generations and 
generation bom in 1992 


58.3 


45.7 


28.2 


39.2 


Source: Office of Management and Budget ( 1994). 
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more, much of the improvement resulting from health reform is attributable to 
slower cost growth in the sector, and, should it not be realised, tax rate reductions 
from reform for future generations would be correspondingly smaller. 



Structural policies 

The Clinton Administration continues its activist approach in a wide range 
of domains. The health reform is, of course, the most important such subject. 
Another major reform proposal is the reform of the welfare system, primarily the 
Aid to Families With Dependent Children (AFDC) programme. Making the 
Federal government run more efficiently is the goal of the National Performance 
Review. These three structural reforms are dealt with in detail in the following 
chapter. Here other structural policy changes will be briefly reviewed. The final 
chapter focuses on the education system including recent Federal initiatives in 
that area. 

Responding to a steady increase in the share of U.S. employees who feel 
insecure about their jobs, the Administration introduced the Re-employment Act 
of 1994 in March. It would consolidate and expand Federal job-training and 
retraining programmes'^ and make available income support to dislocated work- 
ers in need of long-term retraining (“re-employment insurance”). It would also 
reform the unemployment insurance system by encouraging States to use their 
unemployment funds imaginatively for training subsidies or as aid to small- 
business startups. It would, in addition, create “one-stop career systems” for 
access to employment, education and training information and services and 
establish a National Labour Market Information System. The total cost would be 
$13.1 billion for the next five years. Separately, the 10-member Federally- 
appointed Commission on the Future of Worker-Management Relations produced 
a preliminary report in May 1994 which called for greater worker involvement in 
running firms and easier union organising activities in order to reduce hostility in 
the workplace. 

The banking sector has been the subject of several pieces of legislation. In 
one, the Administration proposed to consolidate banking supervision and regula- 
tion by merging all four regulators into a new Federal Banking Commission. 
However, the Federal Reserve Board resisted the loss of its regulatory responsi- 
bilities, arguing that all the efficiency benefits could be obtained by merging the 
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Office of Thrift Supervision and the Office of the Controller of the Currency, 
leaving the Fed to assume the responsibilities - other than the insurance func- 
tion - of the Federal Deposit Insurance Corporation. A compromise was nearly 
reached that would have assigned to the Federal Reserve responsibility for 
supervision of bank holding companies owning large commercial banks or state 
member banks and for supervision of state member banks, and joint responsibil- 
ity (with the new Commission) for supervising some large national banks. But, 
with insufficient time left on the legislative calendar in 1994, the Administration 
decided to withdraw the proposal in May. A second bill effectively allows 
interstate banking and branching. This was often rejected in the past, due to 
insurance company opposition, but this time the effort was successful. Although 
it will increase competition, the effect will not be radical, as out-of-state bank 
holding companies already account for about 30 per cent of commercial-bank 
assets. 



The rapid growth of sophisticated financial instruments has raised questions 
about the adequacy of current financial regulation. Concern has focused on 
complex derivative securities, especially those that are tr^^ded over the counter 
rather than on organised exchanges. A report by the Gei.^ al Accounting Office 
of the Congress recommended that all currently-unregulated major over-the- 
counter dealers in derivatives be subject to Federal safety and soundness regula- 
tion. The intention is to safeguard the stability of the nation’s financial markets 
and to protect the soundness of the securities firms and insurance companies 
which deal in them but are largely exempt from relevant regulation and capital 
requirements and thereby to prevent any call on taxpayers for a bailout in the 
event of a financial panic. Widely publicised losses by several large non-financial 
firms have pointed to a lack of understanding of the risks involved on the part of 
some corporate treasurers. But in October 1 993 the Office of the Controller of the 
Currency issued guidelines to banks on the suitability of such products for 
corporate customers. And both the Administration and the Federal Reserve have 
gone on record opposing new regulation in this area. Such regulation might have 
the effect of shifting the market abroad to be handled by lightly regulated foreign 
firms. The challenge is to improve transparency and public disclosure of deriva- 
tives activities without reducing innovation. The Federal Reserve is already very 
active in strengthening its supervision and regulation of banks’ involvement, and 
market forces may already have succeeded in restraining risk-tak*ng by non- 
banks involved. 
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Regulatory reform was proposed for the telecommunications industry. Its 
main impacts would have been to allow the telephone and cable companies to 
compete with one another and to allow the regional telephone companies to 
provide long-distance service and to make telephone equipment* The relevant 
legislation passed the House of Representatives, but was unable to pass the 
Senate before the end of the session. This spring the Senate also approved an 
overhaul of the 1978 Bankruptcy Code which would deal with overloading of the 
system by streamlining administration and expediting the process. 

In June 1994 the U.S. Supreme Court finally ruled on the earlier California 
law allowing * "unitary taxation” - global formulary apportionment methods of 
taxing corporate profits. The Court ruled that such State taxation was not in 
violation of the U.S. Constitution. The main alternative approach is based on the 
aim’s length principle. Draft OECD guidelines on how tax authorities should 
deal with such transfer pricing issues, as well as new U.S. Federal regulations, 
were issued in July. The U.S. regulations are generally consistent with the OECD 
draft which contains a strong condemnation of unitary taxation. 

There have been quite a number of noteworthy developments on the envi- 
ronmental front. First, the market for air pollution rights in Southern California 
opened this year. Second, in September 1993 the Administration proposed a 
national action plan on greenhouse gas emissions which called for objectives to 
be met on a voluntary basis. Third, the overhaul of the 1872 mining law is now in 
conference, awaiting final Administration proposals on grazing fees and range- 
land management. The Senate version of the bill calls for a 2 per cent royalty net 
of production costs, while the House stipulates a 8 per cent gross royalty. The 
Administration had originally suggested a 12.5 per cent royalty but has proposed 
an 8 per cent rate in the 1995 Budget. Fourth, the re^ authorisation of the 
1974 Safe Drinking Water Act and Amendments are also before the Congress. 
The bills would establish a Stale drinking water revolving loan fund, provide 
initiatives for source water protection, establish technology-based standards 
appropriate for small water treatment systems and improve the process for select- 
ing contaminants for regulation. Fifth, the 1972 Water Pollution Control Act and 
its subsequent Amendments are also up for re-authorisation. The key objectives 
of the bill being considered in Congress are to reduce non-point source pollution 
through establishment of performance objectives, to slash unfunded mandates to 
states and localities in their provision of infrastructure for wastewater and 
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stormwater control while setting cost-effective cleanup standards, and to estab- 
lish more current and comprehensive water quality standards. 

Another re-authorisation being debated in the Congress is that of the 
1980 Comprehensive Environmental Response Compensation and Liability Act, 
the so-called * ‘superfund” which deals with cleaning up toxic waste sites. The 
law requires “potentially responsible parties (PRPs)” to pay the full costs of 
clean-up even though their activities may have been legal at the time and even 
though there may be other polluters of the site who are out of business or have 
not been found. This “joint, several, and retroactive” standard has led to delay of 
cleanup and excessive litigation. Because firms have prefened to engage in 
lengthy litigation, 30 per cent of all costs have gone to legal fees. Only 56 of 
1 345 identified priority sites have thus far been cleaned up, and new sites may 
push the number up to 4 500. The cost has already been some $13 billion and 
may amount to another $75 billion (or even $463 billion, depending on assump- 
tions) over the next 75 years. The new law is designed to make polluters pay only 
their fair share of costs through a non-binding arbitration process that incorpo- 
rates incentives for settling and disincentives for taking the case to court. The re- 
authorisation bills contain provisions for setting national risk goals, permitting 
the degree of cleanup to vary with the intended land use, and making cleanup 
costs a more important determinant of remedy selection. Further, the bills call for 
the establishment of a fund, paid for by the insurance industry, to compensate 
PRPs for their cleanup costs in return for an end to the host of lawsuits such firms 
have brought against their insurers. 

In the area of external trade, NAFTA legislation was signed on 8 December 
1993, but a number of serious trade disputes with Canada have erupted, most 
notably on grains. In August 1994 a preliminary settlement was reached in the 
dispute regarding Canadian wheat exports to the United States. The agreement 
involves import restrictions for a year, but NAFTA-consistent policies thereafter, 
including the setting up of a Commission to examine wheat-trading issues. Other 
trade disputes, often pertaining to anti-dumping or countervailing duty findings 
and decisions, involve steel imported from a variety of countries, textile imports 
from China and synthetic fibre and colour film paper from Europe; the 
1986 semiconductor deal with Japan still caused frictions over the latter’s failure 
to attain a market share for total imports of 20 per cent during the first three 
quarters of 1993, but the 20 per ceni threshold has been attained more recently. 
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The GATT agreement signed this spring in Morocco brings intellectual 
property rights and trade in services and farm commodities into the GATT 
purview for the first time, cuts tariffs on 85 per cent of world trade over a five- to 
ten-year horizon, phases out the Multi-Fiber Arrangement over 10 years and 
establishes a new World Trade Organisation. It also includes an agreement 
reached at the last minute between the European Union and the United States 
opening up their public procurement to each other. Congressional approval of the 
GATT agreement by the United States will be complicated by the fact that the 
customs duty loss of some $12 billion over five years must be recouped under 
budgetary pay-as-you-go requirements. An initial attempt to supplement the 
legislation with additional "fast-track” authority had to be abandoned for lack of 
support. 

President Clinton renewed for two years the so-called “Super 301” section 
of the 1988 Trade Act by executive order in March 1994. Since then, Japan has 
cited for its trade policy in a preliminary report called the National Trade 
Estimate and in July trade-sanction proceedings were launched in response to 
alleged discrimination against U.S. telecommunication and medical equipment 
producers, but a final determination under the clause will only be made in 
September. Most recently, China and Japan were cited for lack of respect for 
intellectual property and closed public procurement markets, respectively. It is 
unclear to what extent the GATT agreement would limit the U.S. ability to resort 
to this and other trade remedies. The U.S. Administration believes that it would 
not do so at all: for example, in June it released a report saying that food imports 
could still be refused as unsafe even if they met lower international standards. 
Also controversial in the agreement is the clause allowing 75 per cent of research 
costs and 50 per cent of development costs to escape new rules restricting 
industrial subsidies. The Administration has also proposed a reform of export 
licensing procedures and an easing of controls on computers. In addition, it has 
been much more aggressive in getting involved in individual business deals such 
as telecommunications equipment and aircraft sales to Saudi Arabia. The latter 
sector is to benefit as well from a $1.5 billion research contract from NASA to 
develop a High Speed Civil Transport (a supersonic aircraft). 

The U.S. relationship with Japan continues to evolve. Japan’s voluntary 
export restraints on automobiles, first instituted in 1981, expired at the end of 
March 1994. It will be recalled that a Framework Agreement between the two 
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countries was reached in July 1993. Since then, little in the way of concrete 
progress has been achieved on the trade front, despite talks which began in 
earnest in September 1993.^’ Those talks broke down in February 1994, leading 
to the threatened imposition of “Super 301“. They were restarted in May in 
order to bridge the gap in divergent views of how to measure improvement in 
market access. In that context, the American side points to the need for “quanti- 
tative criteria” in order to assure measurable progress towards the goal of 
improved market access, while the Japanese side is concerned lest this imply the 
establishment of de facto numerical targets or a commitment to certain results in 
the future, which could lead to managed trade. In June Framework discussions 
were restarted in the areas of banking and other financial services and intellectual 
property rights, in addition to the priority areas automobiles and auto parts, 
government procurement of medical technology and telecommunications prod- 
ucts and insurance. Over the summer an agreement was reached in the area of 
patents: for its part the United States agreed to extend patent terms to 20 years 
from the date of application as compared with 17 years from the date of grant; to 
ease the process of protesting the granting of a patent; and to make patent 
applications open for public inspection 18 months after submission. 

A so-called National Competitiveness Act is also being debated in the 
Congress. Its latest version provides $1.9 billion for forging closer ties between 
the government and industry. A venture capital provision provides $100 million 
for government participation of up five years duration in joint ventures where 
the grant recipients pay at least half of all costs. Nearly $600 million of the total 
would go to flat-panel displays, a test case for the new, more activist technology 
policy. In a related matter, rather than expiring by 1997, subsidies paid to the 
owners of 80 shipping vessels of about $3 million per year each would be 
extended at a moderately reduced rate under the latest proposals; the National 
Performance Review had recommended that they be slashed. The 1995 Budget 
also calls for a cut in farm subsidies of 30 per cent ($3.6 billion), in line with 
GATT provisions. 
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III. Selected structural reforms 



National Performance Review 
Introduction 

Over the past year and a half, the Administration has begun an ambitious 
project intended to reform government operations, lower government's cost and 
increase its effectiveness. The first step in this effort was la.st year's report issued 
by the National Performance Review (NPR), following a six-month effort to 
diagnose the weaknesses of government operating procedures and recommend 
improvements (Gore, 1993). The report noted a variety of shortcomings of the 
Federal government: red tape, neglect of the needs of "customers", lack of 
employee accountability and empowerment, and excess cost. The report made 
nearly 400 recommendations for action to address these problems. Most of the 
recommendations were directed at the heads of various government agencies; a 
number were directed at the President, who has issued 22 directives to begin their 
phased implementation (National Performance Review, 1994). About one-third 
of the recommendations required Congressional action; most of those recommen- 
dations are currently included in various pieces of legislation wending their way 
through Congress. 

If all of the NPR recommendations were implemented, the sa\'ings could be 
significant over the coming five years - the NPR report estimates a total improve- 
ment of S108 billion (Table 11).^^ Nearly three-quarters of this improvement 
reflects cuts in programmes of Federal agencies and a 13 per cent reduction in 
Federal civilian employment (excluding the postal service). The remainder comes 
from procurement reform, improved information technology, and reductions in 
cost of administering grants to state and local governments.'"^ The promise of 
these additional savings may have swayed sc^ne conservatives toward supporting 
OBRA93, but it would be incorrect to view the NPR reforms mainly as a vehicle 
for further cost cutting and deficit reduction. Vice-President Gore emphasised 






62 



Table 1 1 . Administration estimates for budget savings from the NPR reforms 

Aggregate savings for fiscal years 1995-1999, $ billion 



Reforms and cuts to individual federal agencies 36.4 

Streamlining the bureaucracy through re-engineering (primarily a cut of 252 000 in the federal 
workforce) 40.4 

Procurement reform (assuming 5 per cent annual saving in procurement costs) 22.5 

Improved information technology 5.4 

Intergovernmental efficiency gains (from offering fee-for-service option in lieu of existing 
administrative costs) 3.3 

Total projected savings 108.0 

Source: Gore (1993). p. iii. 



this point: ‘The National Performance Review can reduce the deficit further, but 
it is not just about cutting spending ... {It} is about change ... in the way the 
government works.” (Gore, 1993, p.i) Key NPR reforms are designed to improve 
the quality of government services - though the gains will often be difficult to 
measure in dollars and cents. 

The most important of the NPR recommendations are described in the rest 
of this section. The great majority of the reforms appear worthwhile, and some 
are likely to improve noticeably the efficiency of government operations. But 
many of these reforms have been attempted by earlier administrations without 
success."*° Nagging questions remain: will political pressure prevent legislative 
passage of the most important recommendations, and will the nature of the 
Federal government itself prevent some of the reforms from yielding major 
efficiency improvements? To answer this requires more than a description of 
proposed changes: one must understand why the government’s problems have 
arisen. Many Federal performance problems are traceable to very basic issues, 
including: 

- the difficulty of measuring government performance; 

- short-termism; and 

- the disproportionate influence of speciahinterest groups. 

The rest of this section examines how these factors have given rise to many of 
the problems pointed out by the NPR, and how they bear on the likely fate of 
NPR reforms. 
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The difficulty of measuring government performance 

It is harder to measure government success (improvements in citizens’ well- 
being) than business success (higher profits). This obvious statement lies at the 
root of several problems addressed by the NPR - notably the relative lack of 
financial accountability of Federal employees compared with private employees. 
If civil servants' incentives were in general targeted solely at their measurable 
output, important unmeasurable goals could suffer (Tirole, 1994). Partly for this 
reason, compensation of government employees has traditionally not been 
closely tied to measured output. Since pay is not closely tied to performance, and 
procedures for firing are extremely drawn-out. Federal employees often have 
little incentive to achieve public policy goals - especially those employees whose 
output is difficult to measure.'** This has increased the appeal of monitoring and 
regulation of Federal employee behaviour as a means of implementing Congress' 
will, to the point where micromanagement and over-regulation sometimes cripple 
initiative and sharply increase procurement costs (Gore. 1993). Thus, the NPR 
outlines a systematic programme to deregulate personnel management 
- reforming recruitment, hiring, classification and promotion. At the start f 
1994, the Administration replaced the 10 000-page Federal Personnel Manual 
with a much slimmed-down set of personnel management rules, decentralising 
hiring decisions and drastically simplifying the Federal job-classification system. 
But the overall success of these and other management reforms discussed in the 
NPR will depend critically on measuring performance more extensively, 
rewarding good performers and giving managers sufficient flexibility to accom- 
plish their tasks effectively. 

Financial incentives can be very powerful tools, and they clearly could play 
a greater role for the many Federal agencies and employees whose performance 
is essentially fully measurable. But the ability to measure performance is an 
obvious prerequisite to such a pay-for-performance scheme. Thus. Congress and 
the President have taken steps to state formally the goals and measure the output 
of agencies and employees. In August 1993. the Pt .'sident signed the Government 
Performance and Results Act requiring agencies to: 

- prepare annual performance plans with specific goals; 

- prepare annual reports comparing performance with targets: and 

- give managers more flexibility and discretion in achieving goai.>, with 
easier waivers from regulation."*- 
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For its first three years, this programme will affect agencies which employ about 
one-fifth of all Federal workers - typically agencies for which goals and out- 
comes are easiest to define.^^ A greater challenge will come in 1997, when the 
law mandates an extension of this performance planning to all Federal agencies. 
For many of them, switching from input measurement to performance manage- 
ment will be a non-trivial problem. It is thus difficult to judge the likely overall 
effectiveness of the Federal government’s switch to performance measurement, 
although the past experience of other government bodies may give some indica- 
tion. For the State governments, results have been mixed, but some states (Florida 
and Oregon, for example) claim major improvements from the change (CBO, 
1993c). The jury is still out regarding performance budgeting in other industrial- 
ised countries (CBO, 1993c and Schick, 1990). 

Short-termism 

The structure of the U.S. political system, like that of many other OECD 
countries, can give rise to an excessively short-term policy focus - for the most 
basic and obvious reasons. Members of Congress and first-term Presidents usu- 
ally seek to be re-elected: similarly, political appointees typically aim for reap- 
pointment in the President’s second term. Re-election depends primarily on 
economic and social conditions up to the time of the election, since it can be quite 
difficult for a voter to see the link between politicians* actions and tiie voter’s 
future well-being. This leads many politicians to focus on the short-term effects 
of their actions, sometimes at the expense of constituents’ long-term welfare.'^ 
The classic example is the difficulty in controlling government deficits, since the 
near-term employment and income gains from overspending are typically much 
more obvious than the long-term problems created when government purchases 
eventually “crowd out” private spending or cause debt to balloon relative to 
national income. Such “ short- termism” is also at the root of several problems 
addressed in the NPR, as described below. 

Efforts to make large-scale efficiency improvements in government typi- 
cally take several years and can involve significant upheaval; they therefore tend 
to have low pay-off in terms of improved chances for re-election or re-appoint- 
ment. Budgeting reforms were attempted under Presidents Johnson and Carter, 
but they ultimately failed - in large part from lack of wholehearted support from 
Congress and the Federal bureaucracy (CBO, 1993c).'^^ For similar reasons, 
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medium-term planning has typically been assigned very low priority in previous 
administrations. More recently* voter discontent with government inefficiency 
has become severe: the NPR cites a survey showing that four people out of five 
do not trust the government to do what is right most of the time. This discontent 
increases the pressure on Congress to act on the proposed reforms. Even if all the 
NPR proposals were passed this year, however, some of the reforms would not be 
fully operative until the next century (Gore, 1993). The lag between legislation 
and improved efficiency means that appearances count for a lot; bills skirting the 
more important but difficult reforms may be just as effective in achieving re- 
election as bills containing all the NPR’s proposed reforms. For example. Con- 
gress had no trouble last year requiring agencies to carry out strategic medium- 
term planning - but fundamental procedural reforms needed to counter 
micromanagement and pork-barrel politics'^ lie buried in committee. 

Micromanagement and the disproportionate influence 
of special interests 

Most of those serving in Congress work hard to serve their constituents and 
the country as a whole - many have given up higher-paying jobs in the private 
sector. Occasionally, however, incentives exist for those in Congress to engage in 
behaviour that greatly benefits small groups of constituents but has small adverse 
effects on much larger numbers. Such pork-barrel politics is often associated with 
“log-rolling” (vote-trading) and earmarking funds for special purposes within 
broader pieces of legislation. The NPR pointed out that such earmarks hamper 
government agencies that seek to manage programmes efficiently (Gore, 1993):''"^ 
log-rolling and earmarks may lend to reduce the country’s overall welfare for 
other reasons, as well."^ The NPR report thus urged Congress to keep earmarks to 
a minimum, but unfortunately it could offer no incentive to members of Congress 
to forego such micromanagement. This lack of incentive may eventually kill two 
legislative proposals which offer great promise in reducing the extent of ear- 
marks. First, in 1993 the House passed a bill allowing the President to require a 
second vote on any line item in a bill which passes Congress - without vetoing 
the entire bill. This “enhanced rescission power” has the potential to reduce 
significantly Congress’ ability to engage in pork-barrel politics.^^ However, the 
bill would reduce the political power of the Senate Appropriations Committee, 
whose Chairman opposes the bill and has indefinitely postponed its consider?:* 
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tion.^® A second bill was introduced in the House in early 1994, with the 
endorsement of over half of its members. This bill would allow seven days each 
year during which any House member could propose reduced spending on any 
programme and demand a roll-call vote. However, procedural delays on this bill 
are quite possible, given the loss of power it would entail for Congressional 
leadership. 

Outdated programmes and overstaffing 

A great deal of Federal spending is wasted each year on obsolete pro- 
grammes: projects that have already achieved their goals, or projects no longer 
needed because circumstances have changed since they were first authorised. 
These programmes are sometimes re-authorised even though they serve a much 
smaller constituency than they did originally: it is very hard to eliminate a 
programme that still benefits a few people a great deal, even if it no longer serves 
society as a whole. The NPR thus urges Congress to incorporate sunset clauses 
into legislation to a much greater extent. It also recommends ending outdated 
programmes that are still on the books. Many programmes of the Agriculture 
Department fit this description: the NPR cited the example of subsidies to wool 
and honey producers, which were finally terminated in fiscal 1994. The number 
of active farmers has declined dramatically in recent decades, to the point where 
many Agriculture Department field offices serve only a few farmers. Thus, the 
NPR proposed closing 1 200 of these offices, with substantial cost savings. In 
fact, most of the Department’s planned staff reduction of 7 500 comes from the 
field offices: the rest from merging the Department’s 43 agencies to about 30 and 
paring the bloated layers of middle management. Members of Congress from the 
agricultural states fought some of the reductions, but the Administration deflected 
much of their opposition when it chose to omit from the final draft of the NPR its 
preliminary recommendation to cut back on crop support payments.^’ The NPR’s 
recommendations for the Department appeared in the Agriculture Department 
Reorganisation Bill, which will probably be passed in the near future (Table 12). 

Outmoded programmes and administrative structures exist in a variety of 
Federal agencies. The NPR points out that Federal agencies’ management struc- 
tures are very heavily layered, like the bureaucratic structure of many large U.S. 
corporations 20 years ago - in sharp contrast with today’s “re-engineered” finns 
with flatter hierarchies. This vertical structure has allowed Federal agencies to 
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Table 12. Status of key reform legislation 



Legislation 


Siauis 


Govcrnmcni streamlining 


Passed House 1 1/9!\, in Senate Coininiitee sinec 10/9.^ 


I*r(KLircmcni id'orm 


Passed House and Senate and signed 9/94. 


Enhanced rc^'is.sion author ay 


Passed House 1/9 .V in Senate Committee lor over a year. 


Tedcral worker buyouts 


Passed b<iih houses ol Congress and signed .V94 


Agriciillure Department reorgunisulion 


Passed Senate 4/94, approved by House Agriculture 
Committee b/94 


Congressional rcorganlsalion 


lilenicnls passed House and Senate Commillces by S/94 


KY 1995 budget (restructuring is buili 
into mo.si agency budget all(Xations) 


passed both houses ol Congress and signed by 9/94. 



Stfurif: ConjircsMonal Qu(iin-i{\. \arious l^^uc^. 



reward good performers, in spite of infiexible pay structures - by promoting them 
more frequently. However, this has sometimes put high-performing technical 
employees in management jobs for which they are less suited and has created 
overstaffing at the middle-management level. Part of the solution is to increase 
the ability of managers to reward performance, as noted above. That NPR 
recommendation is part of the Federal Workforce Restructuring Act, passed in 
March 1994. Given this reform in compensation policy, major cuts in middle 
management staffing proposed by the NPR and incorporated in the bill. 
Overall, the bill mand?A;s a cut of 279 000 Federal employees over the next few 
years, 109 000 more \han in the FY 1994 budget. The bill anticipates payroll 
savings of $32.5 billion over 5 years. It also incorporates a variety of other 
spending cuts and efficiency improvements listed in the NPR: additional savings 
of S4.6 billion are expected from these provisions. 

The workforce cuts proposed in the Federal Workforce Restructuring Act 
are large, amounting to about 12 per cent of overall Federal employment (exclud- 
ing the postal service). The cuts are especially large in departments like Defence, 
Agriculture and Housing and Urban Development. Reductions of this size cannot 
be achieved in five years solely via attrition and a hiring freeze: a limited number 
of layoffs are occurring in some agencies, with accompanying morale problems 
for both departing and remaining staff. Accordingly, the Administration proposed 
a rogramme to allow agencies to ‘‘buy out" Federal employees, with cash 









payments for many of those who leave government service voluntarily. The 
proposal was held up for a while in Congress, but was finally included in the 
Federal Workforce Restructuring Act.^^ One possible drawback, though, of 
buyout programmes like this one is “adverse selection”: the government, like 
many downsizing corporations, may discover that the most productive workers 
(relative to their salary^^) are often the first to accept buyouts. This factor may 
offset some of the productivity benefits of better employee morale resulting from 
the buyout programme. 

Procurement reform 

Government contracting and procurement procedures have been shaped by 
some of the same fundamental problems that affect personnel management, to 
wit: 

- it is difficult for the government to cover every possible contingency in 
contracts for large government purchases; 

- it is difficult for Congress to tell whether government managers have 
properly balanced cost against benefits of alternative bids; and 

- it is difficult for Congress to tell whether cost ovenuns by contractors 
were unavoidable or the result of lapses by the contraaor. 

These uncertainties (more precisely, incomplete contracting and moral hazard) 
give rise to the potential for mismanagement and/or corruption, as has been 
painfully demonstrated over the years. Thus, Congress and the executive branch 
have developed elaborate monitoring and procedural rules to limit occasional 
graft or embarrassing cost overruns. However, such detailed control has its own 
drawbacks: slowing procurement, increasing contractor costs and prices paid by 
the government, and reducing Federal employees’ incentives to minimise costs. 
Gains from regulation and monitoring occur when purchases are large relative to 
monitoring costs, and no private market exists to provide price and quality 
standards. In many other cases, however, “we’re spending millions to save 
thousands”, as one member of the Senate Armed Services Committee put it 
(Towell, 1994). Overhead costs absorb about 40 per cent of the Pentagon’s 
acquisition budget compared with 15 per cent of a typical commercial company’s 
(Towell, 1994). The NPR gives a variety of examples of procurement fiascos, to 
demonstrate that monitoring and procedural rules are now so detailed that costs 
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of control often far exceed the gains. Thus, the NPR proposed removal of almost 
all restrictions on govemmem; purchases under $2 500, simplification of procure- 
ment procedures for purchases under $100 000 (under current law, the threshold 
is $25 (XK)) and similar simplification for purchases of * ‘commercial” products. 
The Government Procurement Reform Bill contains these elements and also 
limits earmarks for small and minority business in subcontracting.^ The bill has 
passed the congress and is likely to be enacted, resulting in substantial cost 
savings; however, with reduced regulation and monitoring a small increase in 
cost overruns and/or graft is quite possible. The large overall cost savings from 
this reform may be much less visible to the press and the public than the 
occasional lapse. This might force Congress to reimpose greater regulatory con- 
trol on procurement in the future. 

Congressional reform 

A variety of other reforms are built into the 1995 Budget and many smaller 
pieces of legislation. These reforms deal with less fundamental issues than those 
discussed above, by and large, but one exception is the Congressional Reor- 
ganisation Bill. This bill, though not part of the NPR legislation, would make 
several important procedural reforms. First, it would slim down Congress’ 
bloated committee structure, thereby limiting jurisdictional battles and reducing 
conflicting demands on members’ time. Another attractive change, so far found 
only in the House version of the bill, would require that committee earmarks not 
be melded in overall committee reports, but made public and explicit: perhaps 
increased visibility will limit any lapses into pork-barrel politics. Finally, the bill 
establishes a two-year budget and appropriation cycle. This was also proposed by 
the NPR, on grounds that biennial budgeting saves time for both Congress and 
the executive branch, and reduces the inefficiencies and oversights which result 
from the annual end-of-year scramble to meet the budget deadline. A joint 
Congressional committee studied the issue and likewise favoured a two-year 
cycle. Others have agreed that biennial budgeting is a good idea, and likewise 
multi-year spending authorisations - but not multi-year appropriations (Mann 
and Omstein, 1994). The existing annual appropriations process may offer a 
useful opportunity for Congressional oversight and adjustment to changing cir- 
cumstances. Thus, the procedural reforms should not forego annual appropria- 
tions decisions, but rather constrain these decisions within a medium-term 
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budgeting strategy, The point is probably moot, however, since senior members 
in both houses of Congress oppose any change at all in the current timing of 
budgeting and appropriations.^^ While biennial budgeting faces tough going in 
Congress, most reforms suggested by the NPR are being implemented, and they 
offer significant potential for improving the efficiency of the Federal government. 



Progress in health-care reform 

Two years ago the Committee devoted the structural chapter of its annual 
survey of the United States to the problems associated with the U.S. health-care 
system (OECD, 1992^ and \992b). Briefly, they can be summarised under the 
headings of inefficiency and inequity. Prima facie evidence that the system is 
inefficient can be found in comparing the extraordinarily high level of expendi- 
ture with a relatively modest set of health-outcome indicators, although the 
system provides a fairly high average level of patient satisfaction, at least to those 
who can afford to pay. Even correcting for relative income levels, outlays are 
extraordinarily high by international standards. This is because of a high level of 
administrative costs,^^ significant incentives to supply and demand unnecessary 
or inappropriate care,^'^ an unusually strong tendency to resort to expensive 
technology, a particularly violent social context^* and unusually high relative 
prices of health care. As elsewhere, costs are boosted by the lack of effective 
price competition due to the preponderance of third-party payment^^ and the 
resulting weakness of incentives for consumers to seek and consider information 
regarding price and quality. Furthermore, with the impetus of rising real incomes, 
an ageing population, and the influence of what is known as ‘'Baumol’s Syn- 
drome*’ (trend declines in productivity levels relative to economy-wide averages 
due to the nature of the activity), spending has been increasing steadily relative to 
GDP, reaching 14 per cent of GDP in 1992. Projections indicate that the trend is 
likely to persist - with the share rising to 20 per cent in 2004 - without thorough- 
going institutional reform.^ Indeed, if expenditures continue to increase robustly 
and if real GDP growth is as low as some - such as the CBO - project, then 
health-care could represent over three-quarters of all per capita spending 
increases in the decade ending 1998, up from 10, 1 1, 20 and 27 per cent in the 
previous four decades (Steuerle, 1994). The political constituency for cost reduc- 
tion is rather weak, however, since most Americans are happy with the quality of 
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the services they receive, have strong concerns about '‘rationing” that may result 
from attempts to reduce costs and tend to think that their employer pays for their 
health insurance (see below). 

The distribution of provision of health-care services to the non-elderly is 
highly uneven: about 15 per cent of the population (representing around 38 mil- 
lion individuals) is not covered by health insurance, and they receive only about 
half as much care as others,^’ while a further share, estimated as anywhere from 
8 to 20 per cent, is inadequately covered. Medicaid, the public health-insurance 
plan for the poor, covers less than half of those whose incomes are below the 
official poverty line. But two out of every three uncovered people do not belong 
to families with sub-poverty-line incomes. In 1987 some 77 per cent were 
workers (or their dependents),^^ mostly employed in small firms^^ which do not 
offer health insurance to their employees partly because of the high premiums 
they face, resulting either from burdensome administrative costs or from risk- 
based insurance-industry pricing practices. In order to mitigate the effects of 
adverse selection, insurers resort to experience rating and what is known as 
“cherry picking”, that is attempts to eliminate the worst actuarial risks, those 
who in fact need insurance the most. Larger employers often self*^ *^ure mainly 
in order to avoid premium taxes, benefit provisions mandated by States and 
marketing-related administrative costs. 

But the U.S. health-care system also generates other insidious economic and 
social effects. Appai'ently a substantial degree of insecurity is felt by many 
insured Americans who are concerned with increases in the employee’s share of 
total health-care cost as well as reduced provider choice and fear that a loss of 
their job means a life without insurance coverage and, with one serious illness, a 
destruction of life savings (before they become eligible for Medicaid). Polls 
indicate that the average respondent would be willing to pay $227 per year more 
in tax to guarantee him- or herself health insurance coverage and a further 
$169 per year to ensure universal coverage. In addition, employer-provided 
health care implies the risk that workers will not depart from jobs providing 
coverage for those without such benefits, even if the total compensation package 
is attractive, for fear of not being able to purchase reasonably-priced insurance 
directly. This phenomenon is known as “job lock” and has recently been shown 
to have reduced the voluntary turnover rate of the relevant population from 1 6 to 
12 per cent per year (Madrian, 1993).^ 
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Finally, reform of the health-care system is also called for because of the 
implications of present spending trends for bodi Federal and State finances. 
Outlays as a share of Federal government revenues have already increased from 
3 V 2 per cent in 1965 to 20 per cent in 1991, and as a share of State and local 
revenues from 8 to 21 per cent over the same period. Even under the Administra- 
tion proposal, the Federal share would exceed 27 per cent of revenues by the year 
2000. Furthermore, about $53 billion (0.8 per cent of GDP) in revenues were lost 
due to favourable Federal income tax treatment of health-care expenditures 
in 1993. 

Against this background the Administration set to work a massive team of 
experts early in its tenure in order to derive a complete overhaul of the system. 
The result was the proposed Healtli Security Act (HSA), presented in the autumn 
of 1993. The draft legislation covers around 1 300 pages, and its main features 
are discussed in an annex. The overriding trait of the plan (to be phased in by 
1998) would be to provide universal coverage for a standard package of benefits 
through a system combining an employer mandate to pay for insurance and so- 
called “alliances'* which amount to non-profit insurance-purchasing broker/co- 
operatives. Insurance companies would be required to adopt risk rating based on 
the average risk of the local population (so-called “community rating”) rather 
than the current practice based on the estimated risk of thi individual (“experi- 
ence rating”). Cost containment would be achieved through insurers putting 
increased pressure on providers to practise cost-conscious medicine. But, should 
this be insufficient, ceilings would be imposed on premiums growth on an 
alliance-specific basis. Guaranteeing coverage to all would alleviate insecurity, 
solve the problem of job-lock, improve the health and raise the labour-market 
participation of the uninsured, ease the welfare caseload, and eliminate free- 
riding by those who know that in an emergency they can always receive uncom- 
pensated care. Since the currently uninsured are generally younger, already 
receive some treatment, compensated or otherwise, and often wait too long with 
health problems before seeking what turns out to be more expensive emergency- 
room care, their coverage will boost national health expenditures less than a 
pro rata calculation would indicate: the Administration projects an increase of 
about 2 to 3 per cent (CBO, 19946). The impact of any systemic reform such 
as the HSA on overall health-care spending is extremely difficult to assess 
and estimated figures should be taken with large margins of error. The 
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Administration’s estimates are for the saving of some V 2 per cent of GDP by the 
year 2000, whereas die CBO reckons that the HSA would boost spending in the 
phase-in period and savings would only begin in the year 2000. 

The Administration’s proposal served as a useful starting point for the 
legislative process. The five committees of the Congress (three on the House side 
and two on the Senate side) which have jurisdiction over health-care reform then 
set to work putting together independent reform packages. None adopted the 
Administration proposal in its entirety. There were initially two main alternative 
plans which have been put foi^'aid by members of the Congress. The most 
popular was probably the Cooper-Breaux plan for a Managed Competition Act 
(MCA). Like the HSA, it would set up what amount to regional alliances, but 
participation would not be mandatory, and employers would not be required to 
purchase insurance for their employees. Insurance reforms would move toward 
community rating, and most exclusions on account of pre-existing conditions 
would be disallowed. But universal coverage would not be achieved; according 
to the Congressional Budget Office (1994Z?) nearly of the currently uninsured 
(or about 9 per cent of the population) would still lack coverage, although they 
would account for only a very small share of spending. Another plan which has 
been considered is the Chafee plan. Its alliances would not be regional monopso- 
nies and like the MCA, they would be voluntary. Universal coverage would be 
achieved by an individual mandate that all Americans must have health insurance 
by 2005. Another plan with some support is the McDermott-Conyers plan, called 
the American Health Security Act (AHSA). It is a single-payer plan, patterned 
after the Canadian system. According to the CBO, its adoption would boost 
Federal outlays by over $500 billion per year by 1998 (albeit with large reduc- 
tions in private outlays), despite global budgets and provider fee schedules, and 
national health savings would begin around the year 2000 . As time went by, it 
became clear that the HSA did not have sufficient Congressional support for 
passage. Other efforts to mold a compromise plan have been undertaken. At the 
time of finalising this Survey, there are four alternative plans (see Annex III). 
Two of these - the House Leadership plan (HLP hereafter) and Senate Leader- 
ship plan (SLP) - are modified versions of the HSA and make the formation of 
alliances voluntary. They differ from the Administration’s plan and from each 
other in terms of coverage (SLP aims at covering 95 per cent of population by 
2000), financing (HLP relies more on savings in Medicare and Medicaid) and 
cost containment (SLP would introduce a tax on high-cost plan’s premium, 
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whereas HLP would put a limit on reimbursement). The proponents of the MCA 
and the Chafee plan have formed a single group to propose the Chafee-Breaux 
plan which resembles the original MCA. The fourth, the Republican Leadership 
plan, relies more heavily on private insurance markets to extend the health 
coverage. Under this plan, subsidies would be provided to the poorest to purchase 
insurance. The Congress is expected to resume discussion of health-care reform 
in 1995. 



“Welfare reform”: efforts to modify the AFDC programme 

The social safety net in the United States is widely acknowledged to be less 
extensive than in most other OECD countries. Policy-makers and the public alike 
have, however, taken an increasingly critical view of U.S. “welfare” pro- 
grammes, defined more narrowly by Americans than by Europeans to exclude 
broad-based entitlements and include only means-tested programmes, particularly 
the best-known one, Aid to Families with Dependent Children (AFDC). Support 
for welfare as it was originally conceived (see below) has eroded as social 
attitudes (views on the value of work, taxes and transfers) have changed, costs 
have risen dramatically (at least in the 1960s and 1970s), skill-upgrading efforts 
have been underfunded and at most modestly successful, and opinions have 
spread that the availability of welfare may have spawned a culture of dependency 
and contributed to the breakdown of the nuclear family. Despite successful cost 
containment in recent years, the political attempts to change the system have not 
abated: correctly or not, many Americans view welfare as largely providing 
almost indefinite support to non-aged, able-bodied, non-working individuals. 
During his election campaign. President Clinton promised “to end welfare as we 
know it”, and, subsequent to the election an interdepartmental group in the 
Administration was charged with developing a reform bill - the Work and 
Responsibility Act (WRA) of 1994 - which was sent to the Congress late this 
spring and, if enacted, would take effect on 1 October 1995. 

An overview 

In the United States, assistance to the needy (in the form of both cash and in- 
kind transfers) is provided in order to achieve two objectives which may be 
competing (at least in the short run) and which receive different emphasis, 
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depending on political philosophy - the alleviation of poverty and the promotion 
of self-sufficiency. Ideally, policies should be designed to meet these objectives 
in a least-cost fashion- By international standards a large and rising share of 
transfers is made in-kind. Some in-kind transfers are non-categorical, such as 
housing assistance and the Food Stamps programme, while others are directed at 
a target group, usually children, such as Head Start; Women, Infants and Chil- 
dren; the National School Lunch programme; and the public health insurance 
plan for the poor, Medicaid.^^ But the focus for welfare reform efforts is AFDC, 
the programme which has provided cash benefits to needy, single-parent families 
since the Social Security Act of 1935 (childless adults get no Federal benefits and 
little in the way of State assistance). The remainder of this section will deal 
exclusively with AFDC. 

Viewed from abroad, AFDC would be a means-tested social assistance 
supplement to family allowances (which do not exist in the United States). Its 
original intent was to ensure that the children of single parents, then largely 
widows, would be protected from destitution. To a large extent that objective still 
holds, even if important changes in single parenthood have occurred in the 
interim. The single-parent population represents about one-quarter of all families 
with children and about half for blacks, some of the highest figures in the OECD, 
and a significant share are at or near the poverty line.^ With a lack of adequate 
and affordable child care as well as other barriers to self-sufficiency, such parents 
experience severe difficulties due to their dual responsibilities as child-rearers 
and providers. 

The >ize of this entitlement programme grev; modestly in its initial decades. 
But it ballooned in the decade beginning in the mid-1960s. The * ‘caseload” - the 
number of recipients - tripled, boosted by substantial increases in real monthly 
benefits per family through the 1960s, liberalisation of eligibility rules (in partic- 
ular, the advent of the “unemployed father” benefit in 1961) increases in divorce 
and out-of-wedlock births and greater take-up of benefits by the pool of 
eligibles.^^ But there has been little further expansion in inflation-adjusted terms 
since then (Table 13), and the costs of AFDC, which had risen from 0.2 per cent 
of GDP in 1964 to 0.6 per cent in 1975, have since fallen back to below 0.4 per 
cent. An increase in the caseload in recent years (possibly related to diminished 
job prospects for the unskilled along with continuing increases in the illegitimacy 
rate) has been contained by legislative restrictions on eligibility (in 1981) and, in 
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Table 13, Welfare at a glance' 
$ billion 





1970 


1975 


1980 


1985 


1990 


1993 


1998 * 


Benefits paid 


4.1 


8.2 


11.5 


14.6 


18.5 


22.3 


26.4 


in $ 1993 


15.5 


22.6 


20.7 


19.6 


20.7 


22.3 


23.1 


Federal share (In per cent) 


53.6 


56.7 


55.9 


53,6 


54.7 


55.1 


54.9 


Administrative costs 


0.8 


U 


1.5 


1.8 


2.7 


3.0 


3.3 


in $ 1993 


2.9 


3.0 


2.7 


2.4 


3.0 


3.0 


2.9 


Federal share (in per cent) 


75.5 


51.0 


50.7 


50.0 


51.0 


51.4 


50.5 


Share of sum of benefits paid plus 
administrative costs 


15.7 


U.7 


11.4 


10.9 


12.6 


11.7 


11.1 


Average monthly numbers (in millions) 
Families 


1.9 


3.3 


3.6 


3.7 


4.0 


5.0 


5.2 


Recipients 


7.4 


11.1 


10.6 


10.8 


11.5 


14.1 


14.7 


Children 


5.5 


7.8 


7.2 


7.2 


7.8 


9.5 


9.9 


Child recipients as per cent of child 
population 


8.8 


11,8 


11.5 


11.3 


12.3 


13.9 3 


n.a. 


Child recipients as per cent of children 
in poverty 


58.5 


71.6 


63.2 


54.4 


59.0 


63.P 


n.a. 


Average monthly benefits per family 


178 


208 


269 


329 


389 


373 


425 


in $ 1993 


676 


576 


483 


443 


434 


373 


374 


Share of benefits paid under AFDC- 
unemployed parent programme 
(in per cent) 


5.7 


4.4 


6.0 


10.7 


8.0 


9.53 


8.4 



1 . Aid to Families with Dependent Children (AFDCj. 

2. Administration projection. 

1992. 

Source: OECD Sccrcuriat calculations based on U.S, House of Representatives. Committee on Ways and Means ( 1994), 
Overview of Entitlement Programs {1994 Green Book), Washington, D.C. 



any case, fully offset by a continuing, steady reduction in the real value of the 
average monthly benefit per family, given a lack of any systematic indexation,^* 

The costs of the programme are split by formula with the States, each of 
which sets its own maximum level of monthly benefits for each family size. In 
1993 this maximum varied across states by a factor of around seven, as did the 
ratio of total AFDC expenditures to gross state product in 1990.^’ In the median 
state (in terms of generosity ) AFDC was worth around 39 per cent of the Federal 
poverty line, with Food Stamps the equivalent of a further 31 per cent. The 
Federal share has been a fairly constant 55 per cent of benefit payments (1(X) per 
cent for Food Stamps) and is fixed at 50 per cent of administrative costs. These 
administrative costs represent about 1 1 per cent of the spending associated with 
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the programme but range from less than 5 per cent in some states to well over a 
quarter in others. Currently, about 13 per cent of all children receive AFDC 
benefits, up from less than 9 per cent in 1970; but they represent only 60 per cent 
of all children in families with incomes below the Federal poverty line, barely 
more than in 1970. In 1990 nearly 45 per cent of all families with children under 
18 maintained solely by the mother had incomes below the poverty threshold 
(U.S. House of Representatives, 1994). Benefits are reduced for income earned 
beyond certain minimal threshold levels. The benefit reduction rate (the rate by 
which AFDC payments are reduced for a marginal increase in other income), 
which is equivalent to a marginal tax rate, has been switched back and forth 
between % and 1; since 1982, it has been effectively one. This implies that 
recipients will be better off leaving the programme only if their other income is 
greater than the level of the benefit to which they are entitled - a rather obvious 
work disincentive. 

Impact on work incentives 

Critics of AFDC have pointed to the negative effects which they believe it 
has produced. The principal risk of means-tested programmes of this type is that 
they can dull work incentives if benefit levels are not set so low as to enforce 
paid employment even at a wage which may not meet longer-term subsistence 
requirements. In the case of AFDC, the most serious work disincentive is proba- 
bly the loss of Medicaid eligibility once AFDC eligibility is lost,*^® indicating that 
implementation of the Administration’s health-care reform would contribute to 
enhancing work incentives. 

Historically, few AFDC recipients have simultaneously combined welfare 
and work: because of their limited educational attainme.at, a lack of support 
services and prohibitive programme rates, there has never been more than 18 per 
cent of all female heads of household receiving AFDC benefits who work, and 
over the past decade the share has remained close to 6 per cent. By way of 
comparison, about 89 per cent of female heads of household with dependent 
children who do not receive AFDC benefits were employed in 1987, a much 
greater proportion than any other group of women, despite their child-care 
responsibilities.^' Even for the group of all lone mothers in poverty, whether or 
not in receipt of AFDC, employment propensities are higher than those of AFDC 
recipients. However, it is quite common for women to cycle back and forth 
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between welfare and work - about half of all spells end when the recipient enters 
the labour market (Pavetti, 1993). A cursory examination of the aggregate 
national data leads one to believe that the labour supply of potential AFDC 
beneficiaries (and other generally low-skilled groups) is not very sensitive to 
unemployment rales, re-il wages or AFDC parameters: there appears at first sight 
to be little direct behavioural association between employment rates and either 
benefit levels or reduction rales for female heads of household (Moffitt, 1992).’^ 

Nevertheless, a fairly substantial literature has shown quite clearly that the 
AFDC programme entails important work disincentives at the margin (Moffitt, 
1992): the midpoint of the existing range of estimates implies on a reduction of 
30 per cent in work effort by recipients, although the reduction in the real value 
of the maximum benefit in recent decades has almost certainly mitigated this 
effect.’^ As a result, for each dollar transferred, an estimated $0.37 has been lost 
in the form of reduced earnings. Accordingly, the programme must transfer an 
average of almost $1.60 to the average recipient for each dollar increase in his/ 
her income.’^ However, very little of this reduced work effort is accounted for by 
otherwise-ineligible recipients who lower their labour supply sufficiently to qual- 
ify for AFDC (Moffitt, 1983); the uulk is attributable to those whose 
hypothesised supply in a counter factual simulation representing the absence of 
AFDC would still be so limited as to leave them in a situation of poverty. 

Welfare dependency 

Another possible negative effect of AFDC is long-term welfare dependency. 
Rather than acting as a short-term source of assistance allowing the poor to 
become self-sufficient again, critics contend that many recipients come to view 
welfare as a permanent way of life, with spells of exceedingly long duration. The 
best known studies of AFDC spell durations are those of Ell wood (1986) and 
Bane and Ell wood (1994). They show that the majority of recipients stay on the 
welfare rolls for short periods of time. Long-term continuous receipt is rare 
“• 70 per cent of recipients leave within two years and 85 per cent within 
four years, in many cases when recipients enter the labour force. However, the 
true situation is more disturbing:’^ there is a significant tendency for recidivism, 
as those leaving the programme often return for additional spells; 45 per cent 
return within the first year, two-thirds within three years and more than three- 
quarters by the end of seven years (Pavetti, 1993). Calculating the total time 
recipients are likely to spend on AFDC in a 25-year period, they find that nearly 
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one-quarter of all new recipients spend over 10 years in tlie programme. Further- 
more, some 57 per cent of all recipients at a given point in time would be in the 
midst of a 25-year period during which over 10 would be spent on AFIX!. 

A related question is whether or not there is evidence of what is called 
“negative duration dependence”: does the probability of exit from AFDC 
decline with the length of the spell? The literature demonstrates that it does, at 
least beyond the first few months. This helps explain why there is a long right- 
hand tail in the distribution of spells by duration. The reasons cited for negative 
duration dependence include many of those appearing in the unemployment 
literature: a deterioration in human capital; the demotivation generated by “the 
dole”; the negative signal to potential employers provided by AFDC receipt; and 
unobserved heterogeneity in the pool of recipients (those who have greater 
potential leave more quickly). Exits also appear to be negatively related to the 
level of the benefit. Furthermore, it should be noted that more exits have been 
attributable to a change in marital status than to improved economic conditions: 
less than a fifth are due to increased earnings, and two-thirds of those return to 
AFDC within five years. 

Another potential channel of welfare dependency is inter-generational. 
Many studies have attempted to discern whether the probability of a woman 
being on welfare is related to welfare receipt by her mother in earlier years. Such 
an outcome could be explained either by a reduction in the stigma associated with 
welfare for such women or a lower level of information costs about the pro- 
gramme. It could alternatively be an indirect result of effects of AFDC receipt on 
family income or human capital investment through a negative influence on 
aspirations, for example. The available literature does show some support for the 
hypothesis of a positive inter- generational effect, but the case for causality is not 
proven, as there has not been adequate control for the inter-generational transmis- 
sion of poverty. But it would appear to be the case that daughters of parents who 
are eligible for AFDC and do in fact receive it are significantly more likely to 
have an early birth and then receive AFDC than those of eligible parents who do 
not actually receive AFDC (Gottschalk, 1990)7^ 

Effects on illegitimacy^ the family and social behaviour 

But without doubt the most controversial charge levelled against the U.S. 
welfare system is that it has contributed to the breakdown of traditional family 
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structures and promotes irresponsible behaviour (Murray, 1993 and 1994).'^*' 
Indeed, given a declining participation rale of eligible women in AFDC over the 
past two decades, the AFDC caseload has risen primarily as a result of increases 
in the number and rate of female-headed families. It is, therefore, clear that the 
possible deleterious effects of welfare on marital status (by delaying marriage 
and rjmarriage and by boosting rates of separation and divorce) and on illegiti- 
macy (births out of wedlock) are crucial in assessing the validity of this charge. 
While the empirical tests for the presence of such effects in the 1970s and early 
1980s were inconclusive, there has been a trend toward greater consistency in 
finding positive coefficients over the past decade (Moffitt, 1992). But the esti- 
mated effects are quantitatively rather small and insufficient to explain the sharp 
increases in female headship and especially in illegitimacy that have occurred in 
recent decades. 

Nevertheless, Murray argues, first, that many of the social restraints on 
illegitimacy and the stigma associated with it have eroded as out-of-wedlock 
births have become more common; and, second, that the availability of welfare 
enables (in a financial sense) poor single women to have babies, that is, it assures 
them of enough income to look after a baby by themselves if they have to."^^ He 
explains the continuing rise in illegitimacy over time, despite the flattening out in 
the real value of the welfare package, by a sort of threshold effect in conjunction 
with declining social stigma. He also examines the influence of welfare on 
illegitimacy among blacks in particular. With the enormous decline in the 
propensity of prime-age black women to be married (beginning in the late 1960s 
and related to the deteriorating employment prospects of black male youths as 
well as a greater tendency to cohabit), the number of illegitimate births per 
thousand black women aged 15-44 rose steadily from 33 in 1960 to 60 in 1990, 
even as the birth rate for unmarried black women declined. Controlling for the 
size and density of states’ black populations in addition to other factors, Murray 
finds a significant relationship between states’ illegitimacy outcomes for blacks 
and the generosity of their welfare systems two years earlier. However, this 
research is extremely controversial and has been challenged by other experts. 

Recent and prospective reforms 

The welfare reform movement had its first major success with the passage of 
the Work Incentive (WIN) programme in 1967. It provided the first embodiment 
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of a ‘‘reciprocal obligation’' for welfare recipients, but failed to make much 
progress in going beyond the transfer aspect of welfare due to the meagre funding 
for training and job-search efforts (Gueron, 1990). The Omnibus Budget Recon- 
ciliation Act of 1981 allowed the States more flexibility in designing their own 
programmes to meet certain Federal guidelines but cut the amount of Federal 
resources available. The Family Support Act of 1988 made a more substantial 
effort to transform AFDC from a means-tested entitlement to a comprehensive 
scheme to alleviate the short-term problems of poverty. It stipulated that recipi- 
ents must engage in job search or education/training or risk losing some of their 
benefits. 

The Administration’s proposed welfare-reform package (WRA) has four 
inter-related goals. First, it seeks to make work more rewarding than welfare by 
sharpening work incentives, thereby breaking the circle of welfare dependency 
and mitigating pressures on the family. There are two primary and several other 
means by which this is to be accomplished. Under the terms of OBRA93 the 
refundable Earned Income Tax Credit is being significantly expanded at a budg- 
etary cost of some $4 billion per year, bringing its total cost to $22 billion in 
1995. This credit is expected to be taken by some 13 million taxpayers that year 
and to help bring 1 A million of them over the poverty line (Table 14). As pointed 
out in last year’s Survey, however, the added work incentives for the very poor 
come at the cost of higher marginal effective tax rates and therefore reduced 
work incentives for those in the phase-out range of the credit.®* And there is a 
risk of a further increase in fraudulent EITC refund claims (based on money said 
to be earned but in fact fictitious). In addition, the universal health-care coverage 
promised by the Administration in its reform proposal (see above) will serve to 
reduce work disincentives, since one of the main factors inhibiting AFDC exit 
has been the loss of Medicaid coverage. The Council of Economic Advisers 
(1994) cites estimates that up to one-quarter of AFDC recipients would take a job 
if health insurance coverage equivalent to that provided by Medicaid were availa- 
ble to them. WRA includes outlays provisionally estimated at $2.7 billion over 
five years for child care for those in mandatory training programmes. It had also 
been intended to offer subsidised day care to the working poor, but this proposal 
has been scaled back substantially for budgetary reasons. There is a risk that this 
will be insufficient to prevent a new perverse incentive to stay on welfare. WRA 
also includes a small programme to combat teen pregnancy and allows States the 
options of limiting benefit increases when a welfare recipient has more children. 
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Table 14. The impact of the Eamed-Income Tax Credit on after-tax incomes 

Dollars 



Hourly wage 


Earnings 

(full-time, 

ycar-tt>urd) 


Taxes 


Eire 


Food stamps 


Total 

aftertax 

income 


Per cent of 
poverty line 


4.252 


8 840 


676 


3 370 


2 256 


13 790 


116 


6.00 


12 480 


955 


3 058 


1 380 


15 964 


134 


8.00 


16 640 


1 826 


2 182 


0 


16 996 


143 


1. Assumes lhal expansion passed in 1993 is fully phased-in. 

2. The current value of the minimum wage. 

Source: “Worts and Rcsponsibiliiy Act of 1994: Detailed Summary”. 









In addition, States would have the option of easing eligibility requirements for 
two-parent families. 

The caseload is to be reduced and the taxpayer burden alleviated by a 
second objective, stricter enforcement of child-support (in AFDC and non- AFDC 
cases alike). Only about 38 per cent of AFDC recipients receives any child 
support (and the overwhelming majority is only partial), even though some 
52 per cent have court-ordered awards. However, even if child-support reform 
managed to reduce programme costs, the literature indicates that it would proba- 
bly have very small effects on the caseload and might even reduce the overall 
labour supply of all female heads. In any case, efforts in this direction have been 
growing since the passage of the Child Support Enforcement Program (part of the 
Social Security Act) in 1975. Federal and State enforcement expenditures were 
already nearly $2 billion in 1992. They have succeeded in establishing an aver- 
age of nearly a million support obligations per year (more than double 
1980 levels) and in bringing about collection of $8 billion in child support in 
1992, of which over $2 bullion represents payments to AFDC recipients (which, 
therefore, reduced AFDC outlays by over 1 1 per cent®^). Recent official projec- 
tions call for a 50 per cent increase in such AFDC collections over the five years 
to 1998, in line with the gradual implementation of recently enacted reforms.®^ 

The third aim is to provide beneficiaries (or at least new entrants) with 
education and training in order to improve their chances of finding employment 
and getting off welfare (as pointed out above, to this point most exits from AFDC 
have occurred as a result of a change in marital status rather than for economic 
reasons). This is closely related to the fourth and final piece of the Administration 
plan: for those bom after 1971, a time limit of two years during which an initial 
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job-search is obligatory and then such human capital investment must be under- 
taken before a minimum-wage, Federally subsidised job (in the WORK pro- 
gramme) is required for recipients to continue receiving any support.®^ These 
proposals appear to be popular for moral rather than economic reasons. Workfare 
already exists for about 1 per cent of all recipients but has not been very 
successful in either reducing the caseload or boosting the future earnings and 
employment probabilities of participants. The number of recipients who are 
likely to hit the two-year limit on eligibility is in serious dispute, with estimates 
ranging from 10 to 45 per cent of the flow. The Administration estimates WORK 
will have under 400 OCK) participants in the year 2000, but others project twice as 
many. The two-year limit and associated welfare and training requirements will 
apply only to those bom since 1972 in order to limit programme costs. Thus, 
about one-third of the caseload in 1997 and two-thirds in 2004 would be subject 
to the new rules. 

The principal stumbling blocks to these last two objectives (more education 
and training in exchange for greater individual responsibility), however, are both 
fundamental and financial.®^ The 1988 Family Support Act, through the associ- 
ated Job Opportunities and Basic Skills (JOBS) training programme, already 
called for increased efforts to upgrade the human capital of welfare recipients but 
then failed to establish a financial framework with sufficient incentives for Slates 
to carry out that plan (although those at school or in training jumped from 2.2 per 
cent of all recipients in 1988 to 1 1 .2 per cent in 1991).®^ Experience has tended to 
show that most such efforts yield at best only modest returns in the form of 
higher wages or lower probabilities of unemployment unless the investment is 
substantial, long-lasting and therefore costly, especially compared with earlier 
education.®^ Given the pay-as-you-go requirements of the 1990 Budget Enforce- 
ment Act, in conjunction with an evident desire to avoid new taxes, proposed 
new spending under the WRA is rather modest in size, at a total cost estimated by 
the Administration to be $9.3 billion over five years, of which $2.8 billion for 
education, training and job placement assistance.®® While the availability of high- 
quality training programmes may itself raise the attractiveness and, therefore, 
boost the caseload of AFDC, in general such training programmes do result in a 
reduction in government transfers, but often not of a sufficient magnitude to 
offset the full costs of their implementation. But their modest scale, both cur- 
rently and under the Administration plan, means that they will have only a 
secondary role in slimming the AFEKD caseload and eliminating poverty among 
female heads and their children. 
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IV. Education in the United States 



Background 

The publication in 1983 of A Nation at Risk - a sombre analysis of U.S. 
educational achievement and of its consequences for the ongoing prosperity of 
the nation - moved discussion of the performance of the educational system to 
the centre of policy debate. After a decade of school reform - involving experi- 
mentation on a local or state level with nearly every conceivable aspect of 
education management - the issue continues to occupy a prominent place on the 
national agenda. In early 1994, the Federal government enacted two major pieces 
of legislation relating to primary and secondary education and to school-to-work 
transition. The ongoing debate and policy interest has been spurred by a number 
of concerns. 

First, a higher standard of performance relative to international academic 
achievement norms has been deemed necessary if U.S. industry and the U.S. 
workforce are to remain competitive in the world economy. The United States 
cuirently enjoys the highest productivity levels and the uighe.a average standard 
of living in the world. These outcomes are probably in large part due to its 
flexible labour markets and competitive product markets. They would also seeiii 
to indicate that, in some sense, the institutions charged with human capital 
accumulation are fairly effective or at least not unduly ineffective. Indeed, the 
U.S. education system does appear to enjoy considerable strengths, especially at 
the tertiary level. But by far the weakest link in the chain of human capital- 
building institutions is the system of primary and secondary education, the main 
focus of this chapter. 

Second, there is growing concern in some circles about the effectiveness of 
social policy in the United States. In this area, problems in primary and .secondary 
education - involving not just low academic achievement but al.so pervasive 
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violence and drug use in some school districts - are viewed as being both 
symptomatic of and important contributors to broader social ills. There are 
inequities that, over a period of many decades, have been built into the allocation 
of education resources. These inequities translate into very large performance 
differentials between different ethnic groups and between students following 
different educational programmes. Because family support is important for suc- 
cessful education, the pervasive neglect of some segments of the population has 
lent a durable, inter-generational character to education failure. Widespread edu- 
cation failure then contributes to tenacious problems which require costly inter- 
vention in other policy areas, such as welfare and law enforcement. 

Third, the combination of a good higher education system and sub-standard 
primary and secondary education is a source of widening income disparity in the 
United States. The long-term solution to the problems of so-called working poor, 
which the present Administration has tried to alleviate by means of the Earned 
Income Tax Credit (see Chapter III) must be found in improving the skill levels 
of workers at the lower end of the wage scale. Better primary and secondary 
education, especially for the non-college bound, has an important role to play. 

This chapter seeks to describe the key features of the education system that 
gave rise to this state of affairs. It will concentrate on the econonnic and organisa- 
tional characteristics of the system that are of particular relevance for understand- 
ing and assessing the recent legislative initiatives. After providing a brief over- 
view of the education sector, the chapter will address the following issues: 

- Institutional and economic characteristics of the educational system: 
How is the system financed and controlled? Who are the main actors in 
the supply of formal educational services? How do households, widely 
recognised as being as important as schools in shaping educational 
outcomes, interact with the formal education sector? What are the char- 
acteristics of demand in the sector? 

- Achievement and attainment: How well do American students fare in 
international studies of achievement? What are the regional patterns of 
educational achievement? How do achievement levels vary for the vari- 
ous socio-economic groups? How does educational attainment in the 
United States compare with that of other countries? 

- Costs of low performance: What are the economic costs of low achieve- 
ment and what are the pay-offs to improved performance? 
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Measures for improving performance: What is being done to improve 
the performance of the system? How effective are recent legislative 
initiatives likely to be? 



Overview of the educational system 

In 1990, about 60 million people in the United States, nearly one in four, 
were enrolled in educational institudons. At the primary and secondary levels, 
enrolments have followed demographic trends with a lag. They started growing 
again in the mid-1980s and are expected to continue to grow into the early 2000s 
(Diagram 15). The enrolment rate for different age cohorts has tended to increase 
since the early 1970s, with this trend being particularly marked in pre-primary 
education (Table 15). Post-secondary enrolments have increased throughout the 
twentieth century, although the rate of growth has varied with demographic 
trends and, perhaps, with the pay-off to tertiary education. 



Diagram 1 5. ENROLLMENT IN PRIMARY AND SECONDARY EDUCATION 

Fall 1970-Fall 2002 



Source: Congrassional Budget Office, The Federal Role in Improving Elementary and Secondary Education, 
May 1993. 
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Table 15. School enrolmenl rales by age 
Pcrccniagc of population enrolled in school; .selected years 
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16 
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21 . 
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2.*^ 


1972 


15.8 


34.0 


85.7 


93.8 


85.6 


57.5 


42 1 


37.8 


31.2 


20.5 


16.9 
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27.6 
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93.9 


85.2 


54.6 


43.0 


33.9 


30.6 


22.3 


167 


1985 


29.2 


495 


93.9 


94.9 


88.6 


59.7 


45.7 


38.3 


33.8 


22.4 


15.7 
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32.6 


56.1 
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95.6 


89.5 
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50.6 


42.9 


36.4 


28.1 
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Education is quite a large sector in iis own right. With an employment share 
of 5.6 per cent of the total labour force, it slightly exceeds the OECD average 
employment share of 5.1 per cent (Table 16). The data show that the share of 
non-teaching staff employed in the educational sector is rather high - at 2.9 per 
cent of the labour force^'^ - relative to the share of teaching staff in the United 



Table 16. Staff employed in education, 1991 
Teaching and non-teaching staff as a percentage of total labour force 





Primary and 
secondary 


Teaching siaff 
Tcniar> 


All lev civ 
comhiiicd 


Non icaching MufI 


All siafl 


United States 


2.1 


0.5 


2.6 


2.9 


5.6 


Au.siralia 


2.3 


0.6 


3.0 


1.2 


4.2 


Austria 


3.0 


0.4 


3.7 


- 
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Belgium 


4.6 


0.5 


5 3 


1.2 


6.5 


Denmark 


2.6 
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2.9 
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5.1 
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France 
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Germany 
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Japan 
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- 
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1 9 
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United Kingdom 
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24 


- 


- 
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States (2.6 per cent) and to the OECD average (1.7 percent). This may reflect a 
number of factors. First, American schools may perform functions such as after- 
school sports, bus transportation, psychological counselling, medical check-ups, 
after-school day care, provision of meals and driver education that are assigned to 
other institutions elsewhere. Second, it may reflect other problems of data com- 
parability, such as whether personnel are classified as teachers according to the 
post occupied or by whether or not they have a teaching degree. Third, it may be 
a symptom of administrative inefficiency or of high transactions costs associated 
with attempting to control financing flows through multiple layers of government 
in a sector where outputs are ill-defined and difficult to measure. 

Public and private spending on all levels of education was 4.2 per cent of 
GDP in 1991. This slightly exceeds the overall OECD average of 4.0 per cent. 
International comparisons of expenditure per primary and secondary student 
place the United States - at $5 555 per student in 1991 - well above the OECD 
mean. Relative to its per capita GDP, however, expenditure per non-tertiary 
student is at about the OECD norm (Diagram 16). Growth in public spending per 



Diagram 16. EXPENDITURE PER STUDENT BY LEVEL 
IN RELATION TO GDP PER CAPITA 



Primary and secondary education 




Tertiary education 




Note: Expenditure from public and private sources. 
Source: OECD. Education at a Glance. 1993. 
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Tabic 17. Sources of funds for education, 1991 







Primary and secondary education 




Tertiary education 
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primary and secondary student has been rapid in recent years: there was a 28 per 
cent real increase over the 1980-91 period. Spending on tertiary education is 
much higher than in most other Member countries. Public and private expendi- 
ture in the United States on tertiary education was 2.4 per cent of GDP in 1991, 
compared to an OECD av^age of 1.5 per cent. Per capita expenditure on tertiary 
education is the highest in the OECD and, relative to per capita GDP, is much 
higher than the OECD norm (Diagram 16). 

The sources of funding for education vary by level. At primary and secon- 
dary levels, 8.4 per cent came from private sources in 1991 which was about 
average for the OECD (Table 17). The United States relies heavily on local 
funding for schools; local authorities contributed 45 per cent of total financing. In 
the OECD area only Denmark shows greater reliance on local financing (56 per 
cent). State governments contributed about 48 per cent of school finance in 1991, 
and Federal finance stood at approximately 7 per cent of the total. At the tertiary 
level, 56 per cent of fina..ring came from public sources in 1991, of which 62 per 
cent was supplied by State governments and 32 per cent by the Federal 
government. 



The organisation of primary and secondary education 

The most fundamental organising principles for primary and secondary 
education in the United States are States’ rights and local control. The Supreme 
Court of the United States has ruled that the right to education is not a “funda- 
mental interest” that warrants “strict scrutiny” under the equal protection clause 
of the Federal Constitution.^ Thus, the legal basis of public primary and secon- 
dary education is contained in the State constitutions, which require that systems 
of free public schools be established.^' In addition to significant school-financing 
responsibilities (through local property taxes), day-to-day control of public 
schools and sometimes other decisions (such as choice of curriculum) are dele- 
gated to local school districts. These vary in size from only a few hundred 
students to several hundred tliousand. This has resulted in a system - or, more 
accurately, a diverse collection of systems - in which 83 000 primary and 
secondary schools are scattered across some 15 000 public school districts. 

In practice, the evolution of the public education system has placed heavy 
emphasis on States’ rights and relatively little on their responsibilities. Over a 
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period of many decades, communities with necessary resources and political 
sophistication have used the flexibility offered by this system to minimise their 
contribution to the education of less advantaged children. A common strategy has 
been to create small local school districts that cover only a comparatively affluent 
community. In this way the local tax base is not “diluted” by the need to 
finance the education of students from less well-off communities. The general 
pattern of avoiding cross-subsidisation of education systems between poorer and 
wealthier communities extends to inter-state funding as well. As will be shown 
below, the distribution of educationally disadvantaged students is far from equal 
across states. Taken together, these features have created a situation in which 
some of the best public schools in the country (for example, in Montgomery 
County, Maryland or in Fairfax County, Virginia) are located only a few miles 
away from some of the very worst (in downtown Washington, D.C., which has 
some of the lowest achievement scores in the nation’^). 

The Federal government has always played a limited role in education 
compared with those of State and local governments. As just noted, the Federal 
share of funding has in recent years been just over 7 per cent. It has never 
exceeded 10 per cent. The Federal role has focused mainly on attempting to 
enhance the equity of the existing system. This role was established in 1965, 
when the Elementary and Secondary Education Act (ESEA) was enacted as part 
of President Johnson's War on Poverty. ESEA, through Title I (now known as 
Chapter I), initiated Federal assistance to school districts for the education of 
disadvantaged students. In recent yeaij, though, 93 per cent of school districts 
have received funding under Title I, This has reflected more the need to build 
political support for the legislation than the actual incidence of disadvantaged 
students among school districts. Improving education equality continues to be the 
focus of Federal expenditure on education; in recent years, 70 per cent of Federal 
aid has gone to programmes whose primary purpose is equal educational oppor- 
tunity (CBO, 1993a). 

The pattern of education expenditure reflects these organisational arrange- 
ments: public primary and secondary spending per student is highly uneven, both 
between and within states. 1988 data (Diagram 17) show public expenditure per 
primary and secondary student as varying from a high of $6 416 in Alaska to a 
low of $2 346 in Mississippi. Although international comparisons of school 
expenditure are hazardous due to data problems, it appears that, even in low- 
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Diagram 17. CURRENT PUBLIC EXPENDITURE PER STUDENT ON PREPRIMARY 
THROUGH SECONDARY EDUCATION, 1988 
1988 US Dollars, thousands 
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spending states, expenditure per student is generally high relative to that of 
countries with very high performance systems. Three states spend more per 
capita than any OECD country, and all states spend more than Japan (which, 
judged by most criteria, has an excellent school system). In addition to underscor- 
ing the difficulty of comparing such data internationally, this points to anollier 
problem in the area of education economics and policy evaluation: it is difficult 
to find systematic relationships between the physical and financial resources 
dedicated to education and the performance indicators that are commonly used to 
measure its outputs (for example, test scores).^ Much of the success of these 
systems depends on intangible infrastructure - academic standards to which a 
majority of participants in the system (students, homes and schools) adhere, the 
dedication and professionalism of the teaching staff and a shared view of how 
responsibilities for education are assigned to the various participants. Although 
higher spending may enhance system performance by expanding the range and 
quality of educational services on offer, the intangible ingredients of a successful 
system need to be in place in order for additional spending to yield maximum 
benefits. 

The judicial system has been acting to reduce spending discrepancies within 
states but, in some states, they remain large.^^ In the state of Ohio, for example, 
poor communities spend as little as $2 500 per pupil while wealthier areas spend 
as much as $10 000^ (National Center for Education and the Economy, 1990). 
Even though numerous school-finance systems have been modified as a result of 
court rulings against them under State constitutions, spending disparities persist 
and continue to translate into reduced educational services for students living in 
poorer communities. Economically disadvantaged children are much less likely 
than other children to attend preschool.’^ Schools with the largest percentage of 
disadvantaged students offer 40 per cent fewer vocational courses and facilities, 
one-third as many occupational programmes, and one-half as many advanced 
courses as schools with the smallest percentage of disadvantaged students. Dis- 
parities of this sort emerge from a pattern of financing and control that has, 
historically, been highly fragmented. 

Academic standards in primary and secondary school 

Unlike most other systems in the OECD area, primary and secondary educa- 
tion in the United States tends not to be organised around established study 
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programmes or curricula. There is no national curriculum, and, frequently, the 
States leave curriculum design to local school districts as well. This lack of 
standardisation in study programmes contrasts with the situation in most other 
OECD countries, where educational programmes are organised into standardised 
tracks whose content is widely understood by the general public. These may be 
associated with types of schools (e,g, the Realschule^ Hauptschule and Gymna- 
sium in Germany) or with different learning programmes offered in secondary 
schools {e.g. the various baccalauriats in France), These well defined tracks are 
almost entirely absent in the United States. In a related matter, there are few 
requirements that students demonstrate that a given standard has been achieved: 
“high stakes” exit tests - which most other countries require young people to 
pass before obtaining their secondary school diploma - are rare in the United 
States, 

Generally, this lack of well-defined standards and curricula reflects the 
diversity of beliefs and values in U.S. society. Indeed, forming a political consen- 
sus on what such a standard curriculum and associated tests should contain would 
be a daunting challenge in its own right. This is true for at least two reasons. 
First, people do not agree on what is important for students to know and, in some 
areas, they do not even agree on what the facts are.’^ Second, because of the huge 
spending and service disparities mentioned earlier, the logic of the system 
requires de facto multiple standards (with some of the standards being exceed- 
ingly low) in order for students in poorer communities to remain even moderately 
viable. For this reason, the financial and service disparities inherent in heavy 
reliance on State and, especially, local funding of schools are a major impediment 
to reform. Any attempt at reform of standards and curricula without concomitant 
efforts to reduce disparities in funding and service quality would encounter 
political resistance from disadvantaged groups. 

As a result of the low degree of standardisation and the absence of exit 
testing, students and their families have a great deal of flexibility in choosing 
programmes of study. Choices are sometimes made with the help of professional 
guidance counsellors and, in a limited number of cases, guidelines established by 
universities are used, but students are relatively free to select their own course of 
studies. Not surprisingly, relatively few of them opt for the challenging course 
material that is routinely taken by students in some other countries,^ Education 
analysts tend to organise curricula into a typology consisting of: i) an academic 
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track for students bound for selective universities; ii) a general track consisting 
primarily of non- vocational classes, but for students not bound for universityLand 
Hi) vocational studies, putting a heavy emphasis on non-academic subjects. : . 

Ironically (given the absence of exit testing), the U.S. student population 
may well be one of the most extensively tested in the world, with most of the 
testing being based on so-cr.lled ** standardised tests”. Such tests - usually in 
multiple-choice format and not closely aligned with any particular curriculum - 
are used in a number of ways. The Scholastic Aptitude Test (SAT) is taken by 
some college-bound students and is an important factor in admissions to many 
universities. The National Assessment of Educational Progress (NAEP) and 
numerous alternative tests are designed to monitor progress during primary and 
secondary studies. For some of these tests, results are available to individual 
students as well as aggregated to a school or district level; they are sometimes 
published in local newspapers. The tests are statistically rigorous in the sense that 
their results are calibrated to make them comparable over time, and, in theory at 
least, individual test items that discriminate unduly against particular ethnic 
groups are eliminated. Their content, however, is deemed to be too narrow in 
focus to serve as the basis for an implicit national curriculum. 



Competition in primary and secondary education 

Running parallel to the public system is a completely independent private 
education system, consisting of Catholic schools, other religious schools, schools 
for students with special needs and college preparatory schools. This system 
enrolled 5.2 million primary and secondary students in 1990 (GAO, 1993). 
Catholic schools account for a dominant share of private enrolments in non- 
tertiary education. Inasmuch as they receive no State subsidies, private educators 
operate at a disadvantage relative to public systems. On the other hand, their 
relative freedom from regulation confers significant competitive advantages in 
other areas. For example, because they are allowed to select students, they are 
able to differentiate themselves more effectively as teaching institutions. This 
often includes turning away students whose academic prospects are not good or 
who have behavioural problems. Similarly, public schools ~ unlike their priva.o 
counterparts - are required by law to provide expensive special education to 
disabled students. 
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Private schools are used extensively (but not exclusively) by middle-and 
high-income families. Fewer than 80 per cent of relatively well-off families send 
their children to public schools, while 96 per cent of enrolled poor children attend 
public schools (GAO, 1993). Because of the availability of private schools in 
many areas, some families - and especially the affluent - face a wide range of 
choice in educational services. Choice is further enhanced if the family has the 
necessary resources to move to communities with more desirable schools. Thus, 
in some areas, the public schools are subject to a fair amount of competition, both 
from one another and from private schools. 

School choice has occupied an important place in discussions of school 
reform for some time. The local nature of control of education and the large local 
disparities in funding and service levels have precluded Federal policy initiatives 
for choice and have limited even the local scale of such initiatives. Nevertheless, 
recent years have seen some experimentation with broadening school choice at 
very local levels. Numerous variations on this theme have evolved - voucher 
schemes (in Milwaukee Wisconsin*®®); universal enrolment (for example, in Bos- 
ton and nine other cities in Massachusetts*®*) and magnet schools (schools offer- 
ing education based on a particular theme; this approach is often adopted as part 
of a desegregation programme, where the schools’ special features are used to 
attract students so as to obtain the desired racial mix). 

The home environment 

One of the few incontrovertible empirical findings in the education literature 
is that the student’s home environment is at least as important in explaining 
educational experience and achievement as the formal educational sector. One 
study states that the home environment is **the most powerful factor in determin- 
ing the school learning of students - their level of achievement, their interest 
in school learning and the number of years of schooling they will receive” 
(Kellaghn et al, 1993). 

The importance of the home stems from its dual role: it encompasses both 
supply and demand functions. Thus, the formal educational sector maintains two 
rather separate relationships with the household sector. First, the household 
sector is a client or consumer of the services provided by the formal sector. 
Second, households may themselves provide significant education services in the 
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form of tutoring and structuring school-related work undertaken at home.^^^ In 
this respect, they occupy a role (relative to the formal sector) which is similar to 
that of a partner in a joint venture. The same problems of allocating responsibili- 
ties, of communicating and co-ordinating actions are posed. The absence of 
widely accepted curriculum standards for public schools - already discussed 
above - may undermine the ability of the public school system to co-ordinate 
effectively with homes. In addition, the importance of the home in the supply of 
educational services underscores the inter-generational externalities inherent in 
the decision to invest in education. 

The United States’ population features significant ethnic and linguistic 
diversity. Diversity is relevant to the extent that it gives rise to “market segmen- 
tation” - or systematic variation - in both the quantity and the type of education 
services demanded. It may also influence in various ways the propensity to 
supply education services iu the home. In the market for education services a 
number of crosscutting socio-economic characteristics appear to be relevant: 
ethnic affiliation; the educational, occupational and marital status of parents; the 
number of siblings; and place of residence (urban, suburban, rural). These shape 
the education strategies adopted by individuals or by their families in various 
ways. First, they influence the external incentives and opportunities presented to 
individual students. Second, operating through values, beliefs and internal family 
resources, they influence the way families respond to external incentives and 
opportunities (Chiswick, 1988 and Steelman and Powell, 1993). 

The ethnic composition of elementary and secondary education has been 
changing more or less in parallel with overall population trends. The proportion 
of minorities in the school-age population has expanded and is expected to 
continue to grow (Diagram 18) as a result of their higher fertility rates and of 
immigration. Minority students are heavily concentrated in the inner cities and, 
increasingly, in other metropolitan areas. The incidence of “minority” enrolment 
varies markedly by state, ranging from 77.4 per cent in Hawaii to 2.0 per cent in 
Vermont (Table 18). 

By OECD standards, the share of students who are taught in a language 
different from their mother tongue appears to be relatively low in the United 
States. In 1991, this share was 6 per cent in both France and the United States, 
5 per cent in Scotland, 12 per cent in Canada, 15 per cent in Northern Italy and 
20 per cent in Switzerland (Bishop, 1994). It should be noted that such students 
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Diagram 18. TRENDS IN THE COMPOSITION OF THE U.S. POPULATION 
Ages 6 to 1 7 by race or ethnicity 

Per ceni Per cent 




White Black Hispanic Other 



Note: People of Hispanic origin may be of any race. 

SoLfrce.* Congressional Budget Office. The Federal Role in Improving Elementary and Secondary Education. 
May 1993. 



are heavily concentrated in the south-western states and, more generally, in urban 
areas. Thus, some states or school districts face a costly challenge in educating 
young people whose mother tongue is not English, while others are hardly 
affected by the problem at all. 

The extreme mobility (GAO, \994h) that typifies many American families 
also presents unusual challenges for education service delivery. One survey 
shows that 17 per cent of the children in the third grade (that is, of students who 
are about eight years old) have attended at least three different schools since the 
beginning of primary school, while 24 per cent had already changed schools 
once. The study shows this to be a particular problem in the -.nner cities, where 
25 per cent of the eight year-olds had attended at least three schools since the 
beginning of primary school. This compares with about 15 per cent in the 
suburbs, small cities and rural areas. Obviously the absence of curriculum stan- 
dards just discussed exacerbates the difficulty of coping with highly mobile 
students. 
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Table 18. Minority students’ share of primary and secondary enrolment by State, 1990' 





Per cent 


Rank 




Per cenl 


Rank 


District of Columbia 


96.1 


1 


Tennessee 


23.7 


24 


Hawaii 


77.4 


2 


Michigan 


21.7 


25 


New Mexico 


57.8 


3 


Massachusetts 


19.0 


26 


California 


54.4 


4 


Washington 


17.9 


27 


Mississippi 


51.7 
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Pennsylvania 


17.6 


28 


Texas 


50.4 


6 


Ohio 


16.7 


29 


Louisiana 


46.8 
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Rhode Island 


16.3 


30 


South Carolina 


42.2 


8 


Kansas 


14.8 


31 


Maryland 


38.9 


9 


Wisconsin 


14.5 


32 


Florida 


38. 1 


10 


Indiana 


13.7 


33 


Alabama 


37.2 


11 


Montana 


11.3 


34 


Arizona 


36.9 


12 


Oregon 


11.2 


35 


New Jersey 


34.8 


13 


Kentucky 


10.2 


36 


Illinois 


34.3 


14 


Nebraska 


10.0 


37 


New York 


33.8 


15 


Minnesota 


9.8 


38 


North Carolina 


33.5 


16 


Wyoming 


9.6 


39 


Alaska 


32.5 


17 


North Dakota 


8.6 


40 


Delaware 


32.0 


18 


Utah 


7.4 


41 


Nevada 


25.8 


19 


Iowa 


5.8 


42 


Oklahoma 


25.8 


19 


West Virginia 


4.4 


43 


Arkansas 


25.5 


21 


New Hampshire 


3.0 


44 


Connecticut 


25.1 


22 


Vermont 


2.0 


45 


Colorado 


24.7 


23 









1. Not all Stales are included because some did not report minority enrolments. 
Source: Report Card on American Education. American Legislature Exchange Council. 



Sources of defnand and the pressure for quality 

Education is a service sector which, at the primary and secondary levels, 
features three types of “customer”: i) households; ii) prospective employers of 
students who do not intend to go on to college; and Hi) colleges and universities. 
With the exception of the last, they are not, on the whole, very demanding. 

Although they recognise that the public school system as a whole is not 
doing well, households in the United States are generally satisfied with the 
quality of educational services their own children receive. A comparative study 
of primary education in Taiwan, Japan and the United States found that American 
mothers are much more pleased with the performance of their local schools than 
are Taiwanese and Japanese mothers. When asked how good a job their school 
was doing in educating their offspring, 91 per cent of American mothers 
responded “excellent” or “good” while only 42 per cent of the Taiwanese and 
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39 per cent of the Japanese parents were this positive (survey cited in Bishop, 
1989). 

Prospective employers of non college-bound graduates rarely ask for infor- 
mation about the high school (the name given in the United States to secondary 
school) experiences of job applicants. A 1987 survey of 2 014 small and 
medium-size employers found that, when someone with 12 or fewer years of 
schooling was hired, school records had been obtained prior to the selection 
decision for only 14.2 per cent of the hires. Referrals from teachers who know 
the applicant were also uncommon. The survey found that new hires had been 
recommended by vocational teachers in only 5.2 per cent of the cases and 
referred by someone else in the high school in only 2.7 per cent of the cases 
(Bishop, 1994).'®^ The lack of standardisation in the high-school curriculum may 
contribute to this situation. In order to use information contained in high-school 
records, firms have to be able interpret it in light of the school that produced it 
ana. perhaps, even with reference to specific teachers. This is not a very appeal- 
ing prospect for firms that deal with a large number of high schools. 

As will be shown below in the discussion of higher education, the sector is 
diverse in terms of the range of institutions it contains and the types of students 
who enrol in it. The tertiary education sector, therefore, exercises variable pres- 
sures on the primary and secondary levels. On the one hand, the selective 
university sector subjects its candidates for admission to a fairly rigorous set of 
requirements. Generally, these universities ask for a record of high-school grades 
and for scores on one of several standardised tests. They often place considerable 
weight on other signs of accomplishment (distinction awards, activity in student 
government, achievement in sports). Demands from the selective university sec- 
tor appear to be the only source of reasonably exacting standards to which lower 
levels of education are held. These are only relevant, however, for a limited 
number of students. On the other end of the spectrum are institutions of higher 
education that have low or non-existent standards for admission. Many private 
and public institutions will admit students on the basis of a high-school diploma 
alone. 



School-to-work transition 

Roughly a third of the students in each age cohort do not go on to tertiary 
education. Unemployment rates are high for such young people throughout the 
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OECD area, and the United States is no exception. The unemployment rate 
among 18 to 19 year-olds stood at 19 per cent nationally in mid- 1993. Among 
20 to 24 year-olds it was 1 1 per cent, compared to 5.7 per cent among job seekers 
aged 25 to 54. The National Lx>ngitudinal Survey of Youth shows that, between 
the ages of 18 and 27, the average high-school graduate who did not enrol in 
post-secondary education held nearly six different jobs and experienced between 
four and five spells of unemployment. While spending a total of 387 weeks 
employed during those years, the average high-school graduate also spent almost 
35 weeks unemployed. The position of the non-college bound may be further 
undermined by the relative scarcity of enterprise-based training for such workers, 
which may, itself, be related to mobility (OECD, 1993a, Chapter 4). Part of this 
frequent job changing, however, might be due to normal experimentation and job 
search in a society in which the costs of moving and changing jobs are relatively 
small. 

School-to-work programmes are offered in many secondary schools and 
vocational institutions. These are often perceived as being designed for non- 
college bound students, although, in practice, significant numbers end up in 
higher education of some sort (Stem et aL, 1994). There is now a growing trend 
toward fuller integration of academic and vocational curricula. These pro- 
grammes include co-operative education, new youth apprenticeships and school- 
based enterprises. Co-operative education - involving paid work in the student’s 
field of study - has been a feature of secondary schools for more than seventy 
years. Evaluations indicate that co-operative education is successful in creating a 
stronger connection between school and work in students’ minds and in improv- 
ing attitudes toward both school and work. However, co-op students have not 
generally been found to o Jtain higher earnings after leaving high school, unless 
they continue working for the co-op employer. One possible reason for this may 
be that co-operative programmes do not provide certification that is widely 
recognised by employers. Therefore, co-op graduates who are not offered perma- 
nent jobs by their co-op employers may not obtain much advantage in the labour 
market from their co-op experience. 

Other formal school-to-work programmes are of more recent origin. High 
schools are just becoming involved in new youth apprenticeship initiatives. Like 
co-operative education, these link high school with a structured work experience, 
but they are also trying to create a clearer path to post-secondary education in 
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addition to providing occupational certification. For the most part, these are at the 
demonstration stage. More widespread than youth apprenticeship is school-based 
enterprise, which involves students in producing goods or services.*®^ 

Finally, the so-called “Tech Prep” programmes straddle secondary and 
post-secondary education for the vocationally-minded student. These pro- 
grammes involve agreements on course co-ordination between community col- 
leges and local high schools and lead to a two-year associate degree or certificate 
in applied fields such as health, mechanics or agriculture. These programmes 
attempt to optimise the sequencing of courses for occupational preparation 
(National Education Association, 1993). The 1990 amendment to the Perkins 
Vocational Education Act provides Federal support for Tech Prep programmes. 
Many States, however, were involved in developing Tech Prep programmes prior 
to the Federal legislation. 



Higher education 

The number and diversity of institutions found in the U.S. system of higher 
education is impressive. A leading education economist has observed that one of 
the system’s strengths is that it is “very much driven by individual initiative, and 
a person who wants to change careers or gain new skills can find numerous ways 
to do so ... early choices are not binding and the system provides chances (for 
those with the resources) to start over or to change direction” (cited in National 
Research Council, 1994). This section covers two main sub-sectors: i) four-year 
colleges and universities; and ii) community and technical colleges offering one- 
or two-year certificates and other adult education programmes. 

The four-year university sector in the United States provides a wide range of 
educational programmes and research services to a diverse array of customers. 
On the whole, the sector’s performance is impressive. It offers graduate and 
undergraduate teaching that attracts students from many countries. Judged on the 
basis of scientific awards, its research universities and scholars are very success- 
ful. The numerous world-class universities co-exist with a dense network of 
regional and specialist institutions that includes liberal arts, engineering and 
design colleges, colleges for women or for ethnic groups and colleges with 
religious affiliations. Institutions offering four-year degrees include some 
3 400 separately governed colleges and universities, which enrolled 14.2 million 
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students in 1990. Aside from purchasing research services from the university 
sector. Federal involvement consists mainly of guaranteeing loans and extending 
financial aid to students. Most four-year institutions are either private (usually 
not-for-profit) or are operated by State governments. A notable development has 
been the very rapid pace of tuition growth: private four-year universities saw 
their constant-dollar tuition rise by 50 per cent over the 1977 to 1990 period, 
while constant-dollar tuition at public four-year universities rose by a more 
modest 28 per cent (Table 19). In the academic year ending in 1991 average 
annual tuition for a full-time student was $1 1 379 for a private four-year college 
and $2 159 for a public college. 

The four-year system is, however, only the most visible component of a 
much larger system. The lesser known, more local dimension of higher education 
also plays an essential role by addressing the diverse educational needs of the 
neighbouring adult population. Indeed, the most noticeable change in tertiary 
education over the past 30 years has been the very rapid growth and increasingly 



Table 19. Index of average undergraduate tuition charges' 
1981 = 100 



Academic 
year ending; 


Public institutions 


F>rivate institutions 


University 


Other 4 -year 


2 -year 


University 


Other 4-ycar 


2*ycar 


1977 


105 


109 


101 


100 


97 


92 


1978 


105 


108 


103 


99 


97 


93 


1979 


103 


105 


102 


99 


100 


92 


1980 


102 


102 


101 


99 


99 


95 


1981 


100 


100 


100 


100 


100 


100 


1982 


104 


102 


101 


104 


103 


98 


198.3 


109 


111 


103 


112 


109 


107 


1984 


114 


118 


110 


118 


113 


104 


1985 


116 


H9 


114 


123 


116 


111 


1986 


123 


118 


121 


127 


122 


112 


1987 


128 


122 


119 


134 


129 


108 


1988 


128 


133 


123 


140 


132 


117 


1989 


130 


135 


120 


142 


136 


128 


1990 


134 


139 


119 


149 


141 


135 



Note: Tuition charges (tuition and fees) arc in constant dollars, adjusted by the Consutiwr Price Index for the academic year 
(July 1 -June 30). They arc for the entire academic year and are average charges paid by students. They were calculated on 
the basis of full*timc-cqui valent undergraduates. Tuition at public institutions is the charge to in^state students. The amount 
at private institutions includes charges at both non-profit and proprictaiy schools. 

! .. At institutions of higher education, type and control of institution. Academic years ending 1977-1990 
Source: U.S. Department of Education. National Center for Education Statistics, Digest of Education Statistics^ 1991, Tables 36 
and 29! (based on IPEDS Institutional Characteristics and Fall Enrolment Surveys). 
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vocational orientation of publicly funded two-year community and technical*®^ 
colleges, which are funded and run by State and local governments. Enrolment in 
these colleges has expanded more quickly than at any other level of tertiary 
education, student numbers having grown from 740 000 (full- and part-time) in 
the autumn of 1963 to 4.9 million in the autumn of 1990. There are approxi- 
mately 1 000 community or technical colleges in the United States, spread fairly 
evenly across the country. The growth of these colleges attests to their success in 
identifying and addressing adult*cducation and training needs in their communi- 
ties. It may also reflect a shift in relative tuitions in their favour, as compared 
with those of four-year institutions (Table 19). 

The community colleges provide a wide range of educational services. Their 
original purpose was to provide a low-cost entry point into the four-year college 
system by offering inexpensive college credits. In recent years, though, they have 
increasingly focused on vocational training, often in connection with large 
employers. It is estimated, for example, that General Motors, Ford, Chrysler, 
Nissan, Toyota and Honda now operate over 500 apprenticeship programmes in 
conjunction with two-year colleges (Stem et a/., 1994). Vocational training has in 
recent years accounted for 65 per cent of these institutions’ enrolments. In 
addition and in response to local conditions, community colleges provide reme- 
dial education for adults, classes in English as a second language, retraining for 
displaced workers and recreation and community service programmes. The aver- 
age tuition for such institutions is about $900 for a full-time academic year. 



Achievement and attainment: how well does the system perform? 

While the higher-education sector is effective in meeting the varied educa- 
tional needs of the adult population, the performance of the primary and secon- 
dary systems is much more mixed. These yield achievement results (indicators of 
how much has been learned) that are low by international standards, notably in 
mathematics. For certain segments of the population, including some ethnic 
minorities and the non-college bound, average achievement levels are very low 
indeed. Attainment levels (years spent in school and diplomas received) for some 
ethnic minorities are also low. The present section examines data on achievement 
and attainment outcomes with a particular focus on how scores vary by region 
and by ethnic minority. 
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National achievement results: mathematics, science and reading^^'^ 



Achievement scores of primary and secondary students*®* have been stable 
or have shown slight improvement since 1980. By the early 1990s, then, Ameri- 
can students were performing at about 1970 levels, having made up for the 
gradual deterioration that took place during the 1970s. There is thus little evi- 



Diagram 19. INTERNATIONAL COMPARISON OF MATHEMATICS PROFICIENCY 

Students at age 13 (1991) 
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dence of a long-term deterioration in overall education quality. Viewed in an 
international perspective, however, the average achievement scores of American 
children range from mediocre to poor, depending on the subject matter. 

The mathematical competence of American students is widely recognised to 
be low by international standards, and, indeed, OECD data shows this to be the 
one area where U.S. achievement results are notably poor. Diagram 19 places the 
mathematics proficiency of 13 year-olds in the United States ninth among ten 
Member countries, with the bulk of the differences in mean performance being 
statistically significant. These differences are educationally significant as well 
- for example, the difference between the French score and the U.S. score is 
about one and a half years of schooling {Le, U.S. grade level equivalents). 

International tests of performance in science place American 13 year-olds 
eighth in a field of ten (Diagram 20). For the most part, however, the differences 
between the United States and other countries’ average scores are not statistically 
significant: Switzerland is the only country whose 13 year-olds perform signifi- 
cantly better in science than their counterparts in the United States. Again, in 
addition to being largely insignificant in a statistical sense, these differences 
represent only a few months of classroom time. 

The reading competence of American adolescents places them roughly in 
the middle of international comparative rankings. Diagram 21 presents tite results 
of comparative testing of 14 year-olds and shows the United States as ranking 
seventh in a field of nineteen Member countries. It also indicates the extent to 
which the differences in mean performance are statistically significant and shows 
that Finland i? the only country whose performance is significantly better than 
that of the United States. 

Performance by state 

More detailed examination of these data reveals wide variation in average 
scores between states. Even in American students’ weakest area - mathematics - 
the state data on proficiency for 13 year-olds attending public schools indicate 
that the best states perform at levels which are very close to those of Taiwan and 
Korea, the highest achievers in international comparative testing. Indeed, the 
ranking depicted in Diagram 22 places the states of Iowa and North Dakota 
second and third after Taiwan, while thiileen states figure in the top twenty places 
of a ranking that includes a rattier competitive field of comparison countries 
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Diagram 20. INTERNATIONAL COMPARISON OF SCIENCE PROFICIENCY 
Students at age 13 (1991) 
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(Korea, the former Soviet Union, Switzerland, Hungary, France and Israel). The 
state of Mississippi takes the lowest place in the ranking, just after Jordan.**” 

These results contribute interesting nuances to what might otherwise be an 
excessively stark view of U.S. education outcomes. First, they show that the 
state-wide variation in results is high. According to this study, there is as much 
variation in test scores between states as there is between countries. The top- 
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Diagram 21 . iNTERNATION AL COMPARISON OF READING PROFICIENCY 
Students at age 14 (1991) 

S Moan significantly k)(wr | ^ I No filatistically significant differance r^;j Mean significanlly higher 

than comparison country 1 from c5omparison county than comparison Country 



Finland 

France 
Sweden 
New Zealand 
Switzerland 
Iceland 
Unrted States 
Germany (E) 
Denmark 
Portugal 
Germany (W) 
British Cofcimbia 
Norway 
Italy 

Netherlands 

Ireland 

Greece 

Spain 

Belgium (French) 



Source: OECD. 



546 

531 

529 

S28 

SIS 

514 

514 

501 

500 

500 

496 

494 

469 

466 

466 

464 

482 

456 

446 



e 

s 

s 




performing stale systems ~ located predominantly in Midwestern agricultural 
regions and, to a lesser extent, in the North-east - seem to deliver good and 
sometimes excellent results. Other state systems - mainly in the “Sunbelt” and 
especially in the south-east - appear to be performing at very poor levels indeed, 
The difference between the mean scores of the top and the bottom performers is 






109 





BEST COPY AVAILABLE 






Diagram 22, PROFICIENCY SCORES FOR 1 3-YEAR-OLDS IN MATHEMATICS 
1991 (other countries) 1992 (U.S. and states) 
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equivalent to 4 grade level equivalents: this means that, on average, 13 year-olds 
in Mississippi would require about four additional years of schooling in order to 
catch up with 13 year-olds in Iowa. This difference is clearly very large in 
relation to the roughly eight years of schooling the pupils had completed at the 
time they took these tests. 

Performance by ethnic^race grouping 

Obviously, though, these states face very different problems as they seek to 
deliver high-quality public education to their young people. Regional differences 
in poverty rates and minority enrolments are reflected in the. state achievement 
data just discussed. In Iowa, for example, only 12.6 per cent of 5 to 17 year-olds 
live in poverty compared with a nation-wide average of 17 per cent in 1990. It 
was already seen above that minority enrolments vary widely by state and they 
account for only 6 per cent of total enrolments in Iowa (Table 18).'*® The 
disparities in achievement between various socio-economic groupings - defined 
by minority affiliation, educational attainment of parents and non-English mother 
tongue - are large. By the end of high school, black students trail their white 
counterparts by an average of more than 2 grade levels. Diagram 23 shows that 
well under 10 per cent of black and Hispanic youths have reached proficiency in 
mathematics, compared with about 20 per cent for white youths and over 40 per 
cent for Asian youth by the time they reach the upper grade levels. Achievement 
statistics also show, however, that there has been some improvement in perform- 
ance. In many subject areas, minorities partly closed the gaps with white children 
during the 1980s. 

The social dimension of educational failure - or the complex set of factors 
that influence how the student and his family interact with the external environ- 
ment in shaping educational outcomes - is widely recognised to be of crucial 
importance. One study (Ferguson, 1991) examines the relationship between the 
socio-economic variables and education experience in great detail. It confirms 
other studies’ findings in identifying parents’ education as a key factor in 
explaining students’ achievement scores, drop-out rates and likelihood of going 
on to tertiary studies. Income is found to be important only when parents’ 
education is not included as an explanatory variable. The variable, “female head 
of household’’ had a statistically significant negative impact on test scores for 
most grade levels. Ethnic affiliation or race is found to be important, but in rather 
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Otagram 23. PERCENTAGE OF STUDENTS ACHIEVING PROFICIENCY IN MATH 
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subtle ways.^^^ This study underscores the fact that both society and individual 
households face a significant challenge in successfully educating students when 
their home environment lacks the elenients - a tradition of educational attainment 
and a stable family background - that contribute to educational success. A further 
problem of particular relevance to minority youths may be that many of them 
face a moribund local economy. Because job opportunities are relatively limited, 
the economy in the inner city or in poor rural areas may not transmit wage 
signals favouring higher educational attainment as effectively as the general 
economy does. 

While it is true that American schools do a particularly poor job of educat- 
ing blacks and Hispanics, one should not conclude that white students in middle- 
class suburbs are uniformly well served. In mathematics and science, the nation’s 
top high-school students rank far behind much less elite samples of students in 
other countries. Substantially larger shares of 17-18 year-old Belgians, Finns, 
Hungarians, Scots, Swedes and Canadians are studying advanced algebra, pre- 
calculus and calculus, and their achievement levels are significantly higher than 
American high-school seniors in such classes. The gap between high-school 
seniors from middle-class suburbs and tlieir counterparts in many northern Euro- 
pean nations and in Japan is often equal to or larger than tlie two to three grade- 
level-equivalent gap between whites and blacks in the United States (Bishop, 
1994). 



Attainment 

The graduation rate for upper secondary education in the United States 
(74 per cent) places it well below such countries as Japan (91 per cent), Austria 
(86 per cent), Denmark (100 per cent), Finland (124 per cent) and Germany 
(1 17 per cent)."^ It is at about the same level as the United Kingdom, France, 
Canada and Ireland. As shown in Diagram 24, though, this aggregate picture 
masks considerable underlying variation in the United States. Recent data show 
that over 10 per cent of black students drop out of secondary school between the 
eighth and tenth grade (roughly, between the ages of 14 and 16) and another 
22 per cent drop out between the tenth and the twelfth grades (between 16 and 
18).‘*^ Hispanics have a 27 per cent drop-out rate between the tenth and twelfth 
grades. Since students in the United States can graduate without having to 



H3 



115 



Diagram 24. HIGH SCHOOL DROPOUT AND COMPLETION RATES 
For 19- to 20-year-olds 
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Source. U S. Department of Commerce. Bureau ol the Census. October Population Survey. 
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demonsuate overall academic competence, the fact that the graduation rate is not 
higher is a particular source of conceniJ^** 

The U.S. adult population has received on average more years of schooling 
than those of other large, industrialised nations. A higher percentage of 25 to 
64 year-olds have completed secondary school and college than in any of the 
major seven OECD Member nations. For younger age cohorts, however, these 
differences have largely disappeared. In Japan, Germany and Canada, 25 to 
34 year-olds have completed secondary education at rates similar to their counter- 
parts in the United States. Generally, though, a comparatively high proportion of 
young people go on to higher education in the United States. In 1991, nearly two- 
thirds of recent graduates from secondary school were enrolled in higher educa- 
tion of some sort, compared to an OECD average of about 41 per cent (OECD, 
1993^). 

How hard are U.S, students working? 

As was just shown, formal attainment levels are fairly high in the United 
States compared to the OECD average. At the same time, achievement levels are 
low. This indicates that, although American students spend comparable amounts 
of time in school (measured as years), they furnish less effort than do their 
counterparts in other countries, at least in academic areas (National Commission 
on Time and Learning, 1994). The general impression left by the primary and 
secondary education system is that, for most students, it is neither demanding nor 
motivating and that the stakes riding on performance are not high. Standards are 
vague or non-existent. Students are routinely passed who do not have grade level 
competences. The diverse system of higher education allows not just second 
chancejL, but third and fourth as well. 

All or these factors - the structure of formal education; the disciplines, 
encouragement and inputs supplied by the home; the incentives established by 
employers and by higher education - combine to induce a pace of learning that 
is, on the whole, relaxed. While the comparatively small number of students who 
attend excellent schools or who hope to attend selective universities are required 
to work fairly hard, pressures on other students - especially those in tlie voca- 
tional and general tracks - are weak. 

This can be seen by looking at comparative time-use studies. When home- 
work is added to classroom hours, the total time devoted by secondary students to 
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study, instruction and practice in the U.S. was only 18-20 hours per week on 
average in 1986 (study cited in Bishop, 1994). By way of comparison, in 1986, 
the typical student in his last year of secondary school spent nearly 19.6 hours 
per week watching televisions*^ Secondary-school students in other industrialised 
nations watch much less television: 55 per cent less in Finland, 70 per cent less in 
Norway and 44 per cent less in Canada (Table 20). Reading, on the other hand, 
takes up only 1.4 hours of the average American student’s time (this compares 
with 6 hours per week of a Finnish student’s non-school time and 4.8 hours for 
Swiss and Austrian students).**^ 

It is worth noting that in 1986 the average student in the last year of 
secondary school also spent 10 hours a week on a part-time job (Bishop, 1994). 
Millions of secondary-school students hold paid jobs daring the school year. In 
the National Longitudinal Survey of Youth for 1979 to 1981, 64 per cent of 
students in their second-last year of high school worked at least one week during 
the academic year (excluding summer), as did 73 per cent of those in their final 
year (Stem et al, 1994). The majority of these jobs are not part of the formal 
school-to-work arrangements described above. Research evidence generally indi- 
cates short-term gains in earnings and better access to employment after leaving 
school for students who work while in school. However, the evidence also 
suggests that working long hours while in school may interfere with the educa- 
tional attainment and thus detract from earnings and occupational status in the 
long run. One study shows that grades at school improved up to 13.5 hours 



Table 20. Time use by students 





Watching television 




Reading 




Students 


Adults 


Students 


United States 


19.6 


15.9 


1,4 


Austria 


6.3 


10.6 


4.9 


Canada 


10.9 


13.3 


1.5 


Finland 


9.0 


9.0 


6.0 


Netherlands 


10.6 


13.4 


4.3 


Norway 


5.9 


7.2 


4.3 


Switzerland 


7.7 


9.0 


4.8 



Source: Hours spent per week on each activity derived from tin>e diary studies. OECD, living Conditions in OECD Countries, 
1986, Tables 18.1 and 18.3. 
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gainfully worked per week and declined for greater numbers of hours. Thus, as 
the number of hours per week spent working while in school increases, a tradeoff 
between short-term and long-term gains emerges.”^ A further point worth men- 
tioning is that opportunity for outside work is not evenly distributed among 
students: for example, young white men and women have better opportunities for 
paid work than blacks 

In assessing the amount of academic effort furnished by adolescents, it 
would be inappropriate to draw overly sharp conclusions as to its significance. 
Little is known about the implications of differences in the timing and pace of 
education across an individual’s life span. Indeed, the relaxed pace may be, to 
some extent, part of the American '‘style” of ^ucation, according to which 
education tends to last longer and to be coupled with a broader range of activities. 
Even from the standpoint of enhancing achievement, it is not obvious that all 
aspects of the U.S. system are undesirable ^ for example, the reluctance to fail 
young students who are not performing at grade level, providing second chances 
in education for young adults and encouraging upper-secondary students to work 
in paid jobs. As noted, American parents are generally satisfied with the schools 
their children attend. It is highly unlikely that most of them would be willing to 
subject their children to the rigorous requirements prevailing in some other 
countries. Nevertheless, it would appear that, overall, the incentive balance has 
tilted too much toward low effort and low achievement for a majority of students. 



The costs of low performance 

Looked at as a whole, the empirical literature on the relationship betv^een 
education and economic performance creates a convincing case that the relation- 
ship is strong and positive (Bishop, 1994). Despite the broad range of this 
literature, a full picture of the ways that education affects performance in the 
work-place has yet to emerge. This is not surprising since the education sector 
produces so many services that are, at least potentially, inputs to production in 
other sectors. These include socialisation (which might affect discipline, punctu- 
ality or the ability to handle stress), enhancement of general knowledge, reason- 
ing ability, communications skills and the creation of specific knowledge or skills 
that are relevant for production in particular sectors. Obviously the relevance of 
each of these education outputs varies by sector and by the type of employee 
within each sector. 
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The returns to education: private or public gains? 

Analysis of the returns to education is further complicated by the difficult 
question of who captures the gains from further schooling. In addition to private 
returns, education may produce services which have positive externalities or 
which are public goods. Some functions of education - such as preparing young 
people to participate in society as responsible adults - have obvious public-good 
characteristics. Likewise, education may give rise to externalities or to quasi- 
public goods (for example, when the productivity of a team of workers is 
enhanced by the higher educational achievement of its members). A final compli- 
cation arises from inter-governmental externalities: for example, while State and 
local governments account for the bulk of education finance, it is the Federal 
government - because it collects most income taxes - that is the major public 
beneficiary of the income generated by higher investment in education. Geo- 
graphic mobility further complicates the picture, with states or localities in 
labour-exporting regions providing what amounts to a human-capital subsidy to 
labour-importing regions. 

One thread of the literature circumvents these difficulties by focusing on a 
rather narrow question: by how much does an additional year of education 
increase a worker’s earnings? Recent contributions to this literature (Box 2) 
attempt to separate education’s earnings effect from those of other determinants 
of earnings, such as family background and natural ability. The results of these 
studies confirm earlier findings that the increase in earnings due to an additional 
year of schooling is, roughly, between 5 and 15 per cent. Although the informa- 
tion contained in these studies does not generally shed light on the pay-offs to 
different levels of schooling, it is safe to conclude that an additional year of most 
kinds of education generally pays for itself rather quickly. 

Educational achievement and the job performance of the non-coUege 
bound 

Another stream of literature attempts to assess the effects of higher academic 
achievement on on-the-job performance. A review of this literature states that: 
‘‘Over the last 50 years, industrial psychologists have conducted hundreds of 
studies involving hundreds of thousands of workers, on the relationship between 
productivity in particular jobs and various predictors of that productivity. They 
have found that scores on tests measuring competence in reading, arithmetic and 
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Box 2. Recent estimates of returns to education 

^^Estimates of the Economic Return to Schooling from a New Sample of Twins”, 
Ashenfelter and Krueger (1992) 

The paper uses a new survey to contrast the wages of genetically identical twins 
with different schooling levels. This allows the authors to control for natural ability and 
(to the extent that most of the twins were raised in the same home) for family background 
as well. The data indicate that omitted ability variables do not bias the estimated return to 
schooling upward, but that measurement error docs bias it downward. After adjustment 
for measurement error, the estimates indicate that an additional year of schooling 
increases wages by 12-16 per cent. 

**llsing geographic variation In college proximity to estimate the return 
to schooling”. Card (1993) 

College proximity is used as an exogenous source of variation in education in order 
to estimate the effect of such proximity on earnings. Men who grew up in local labour 
markets with a nearby four-year college have significantly higher educational attainment 
and earnings that other men. The education and earnings gains are concentrated among 
men with poorly educated parents - men who would otlierwise stop schooling at rela- 
tively low levels. An additional year of schooling increases earnings by 10-14 per cent, 
with the gains being higher for people coming from poorer family backgrounds. 

‘‘Estimating the Pay-off to Schooling Using the Vietnam-Era Draft Lottery”, 
Angrist and Krueger (IS^l) 

During the Vietnam era, a lottery (based on random drawings of birth dates) was 
used to determine who should be inducted into the military. In certain years, men could 
be exempted by remaining in school and obtaining an education exemption. Thus, the 
individual’s draft lottery number provides a random source of variation affecting the 
probabilities that he would attend college and that he would serve in the military. The 
results suggest that an extra year of schooling acquired in response to the draft lottery is 
associated with a 6.6 per cent increase in weekly earnings. 



mechanical comprehension are strongly related to productivity in almost all of 
the civilian jobs studied” (Bishop, 1989, p. 57). 

A recent study (Bishop, 1989) focuses on the influence of academic achieve- 
ment on performance in jobs not normally occupied by the university-educated. 
In particular, the study examines the influence of mathematics, scientific and 
verbal knowledge on job performance in various jobs in the U.S. military. These 
jobs involved various technical, clerical and general-service occupations. The 





Tabic 21. EfTects of competencies on hands*on measures of Job performance 
Sundaidised regression coefficienis 



Military occupational speciality 


General 

veience 


Math. 

know- 

ledge 


Arithme- 
tic rea- 
soning 


Word 

know- 

ledge 


Computer 

speed 


Clerical 

checking 


Electronic 

informa* 

(inn 


Shop 

informa* 

lion 


Auto 
in forma, 
tion 


Mechani- 
cal com- 
prehen* 
si on 


R' 


N 


Skilled technical 


5 . 1 ' 


12. 1‘ 


6.2*’ 


21.5' 


3.1 


2.4 


17.4 ‘ 


13.2’ 


1.7 


9.2' 


0.55 


1 324 


Skilled electrunic 


7.2 


26.) ' 


-2.1 


-0.4 


-1.3 


8.4' 


4.5 


24.6’ 


9.8 


8.6 


0.43 


349 


Geiierul maintenance (coiistructioh) 


1 ^.4 ' 


44.1 ' 


-lO.I ‘ 


6.6' 


6.8' 


4..^' 


12.1 ' 


ll.7‘ 


8.2' 


-0.4 


0.59 


879 


Mechanical maintenance 


9.6 


6.1 


-6.3 


-0.4 


23.5' 


5.5 


-8.9 


20.6' 


31.4' 


4.2 


0.41 


131 


Missile baiicry operations and foiKl 
service workers 


7.6' 


10.6^ 


1 1.4* 


6.1 


-3.7 


5.0 


10.0-’ 


6.2 


17.9' 


10.9' 


0.41 


814 


Un.skilled elcctrtmic 


-2.5 


1.8 


5.8' 


-I.O 


5.3 • 


3.6 


7.7 


6.2' 


2.7 


0.4 


0.05 


2 545 


Clerical 


6.4 


20.6' 


24.1* 


11.8' 


8.5' 


1.5 


6.5 


-3.0 


8.7' 


-6.8 


0.43 


830 



A proportion of the variance as explained by (he model. 

1. Sl|tmficani ul (he O.IO level using a iw<M:ij]cd IcM. 

2. Significant al (he 0.05 level using u iw<Hiailcd ies(. 

.1. .Signiltcum at ihe 0.01 level iistiig a iw«Maitcd lest. 

5r>Krre: Bishop ( 1989). Rcanalysis of Maier and Cirafton's (1981) data on ihc ability of AS VAB (6/7 version) lu predict skill qualiMcaiion test scores. Maicr and Grafton corrected 

their correlation matrix I'or rcslnctioii of range \o the cocfheicnts measure the efl'ca of a population, .standard deviation change in ihc lesi score on job performance in 
standard deviation units multiplied by UK). 






performance assessments used in the study are job-site evaluations by experts. 
The regression results relating test scores on a battery of aptitude tests to the job 
performance measures show that the subtest assessing mathematical reasoning 
ability had very large positive effects on job performance in five of the seven 
occupations (Table 21). ComputaUo*: speed was significant for four out of seven 
occupations, word knowledge for four occupations and general scientific knowl- 
edge for three. Finally, technical hte^xy (as measured by such variables as 
electronics information and mechanical comprehension) is also a very important 
determinant of performance. These results suggest that improved education 
- especially in mathematics - for the mass of secondary students would improve 
the productivity of workers involved in fairly routine jobs. Unfortunately, the 
classes offered in secondary school that develop mathematics reasoning ability 
are precisely those that non-college bound students tend not to take under the 
present system. 

Academic achievement and the youth labour market 

The strong relationship between academic achievement and job performance 
noted above is not reflected in a similar relationship between achievement and the 
earnings or wages of high-school graduates. Kang and Bishop (1989) found that, 
for 1980 high-school graduates not going on to college, those who had taken 
many academic courses earned substantially less in 1981 than those who had 
taken vocational courses (Bishop, 1994). 

Studies of the relationship between earnings and scores on achievement tests 
indicate that, for the non-college bound, high-level academic competences do not 
have positive effects on wage rates and earnings. The weak impact of high-school 
achievement on earnings as a young adult extends to other aspects of the high 
school experience as well. The youth labour market fails to rev/ard graduates who 
develop good work habits in schools, who are seldom absent, who have good 
study habits, who demonstrate good citizenship and who hold leadership posi- 
tions in extra-curricular activities. Over time, however, there is a tendency for 
those with better grades or higher test scores to be promoted more rapidly, to be 
employed more continuously and to earn more (Bishop, 1994), 

What are the reasons for the large apparent gaps between the productivity 
effects of educational achievement in young people and its immediate effects on 
wage and earnings? Although the answer to this question is necessarily specula- 
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tive, a series of factors appears to be at work: the absence of exit testing for high- 
school graduates, the difficulty of using high-school records for recruitment due 
to lack of curriculum standardisation and the difficulty of using grades as a 
reliable indicator of performance point to the possibility of a signalling failure for 
students who are not on the academic track. Indeed, wage and earnings patterns 
for high-school graduates would seem to indicate that the system of secondary 
education produces only a single, reliable signal for the non-college bound: 
whether or not the student in question has in fact received a diploma. Wage and 
earnings sanctions for drop-outs are large, immediate and growing. In the late 
1980s, the earnings sanction for not finishing high school was about 27 per cent 
for both white and black males 25-34 years old. For white and black females the 
differential was larger - 39 and 42 per cent, respectively. 

Beyond this binary “diploma-no diploma” signal, however, the educational 
process culminating in a high-school diploma for the non-college bound appears 
to generate relatively little information for prospective employers. Since the 
achievement attributes of recent high-school graduates are not signalled reliably 
to employers, these and other productivity indicators must be sorted through in 
other ways: either in an industrial setting, or by paying for alternative sorting 
mechanisms (such as in-house testing**^) or by relying on higher education to 
engage in further sorting. 

The wage premium for college graduates 

The earnings of college graduates have increased rapidly in recent years. 
Real starting salaries rose 41 per cent for humanities majors, 30 per cent for 
education majors and 42 per cent for social science majors between 1976 and 
1990 (Bishop, 1994). Diagram 25 shows, furthermore, that the earnings of col- 
lege graduates rose quite sharply relative to those with less education. Two trends 
appear to be driving these relative shifts in earnings in favour of college 
graduates. 

First, structural change has resulted in a general upskilling of the qualifica- 
tions required by employers, accompanied by a loss of high-wage jobs that have 
traditionally gone to workers with only high-school diplomas. Recent studies 
suggest that improved technology is complementary with education and human 
capital (Englander and Gurney, 1994), so that over time the gap between the 
wages and productivity of high and low educated workers is increasing. Some 
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Diagram 25. MEDIAN ANNUAL EARNINGS OF WORKERS 25 TO 34 YEARS OLD 

Ratio to those with 12 years of schooling 



Ratio Ratio 





Note: One on the scale represents earnings equal to those with 12 years of school; 2 represents double their 
earnings; ,5 represents half their earnings. The scale makes the distance between 1 and 2, or doubling, the same 
as betwen 1 and .5, or halving. 

Source: U.S. Department of Commerce. Bureau of the Census. 
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evidence suggests that the premium is being paid, more specifically, for computer 
literacy. 

Second, a growing number of college graduates have found employment in 
jobs that did not formerly require a degree. The number of college graduates 
engaged in retail sales more than doubled between 1980 and 1990. Overall, the 
number of college graduates in jobs that did not require a college degree*^® rose 
from about 3.5 million in 1980 to 5.7 million in 1990, This may be attributed in 
part to the signalling failures described above: because the secondary education 
system did not adequately signal the achievement characteristics of its graduates, 
employers may have increasingly called on college-educated recruits whose 
achievement is better signalled. Alternatively, the trend may point to dissatisfac- 
tion with secondary-school performance during the period. If this latter factor is 
important, it indicates a growing role for tertiary education in remedying short- 
comings at the primary and secondary levels.^^i 



What is being done to improve the system? 

Looked at as a whole, the performance of the education system at the 
primary and secondary levels has to be regarded as mediocre. This average hides 
extreme diversity by region, ethnic affiliation and social class and the academic 
track followed by students. Given both the decentralisation of the system and its 
heterogeneity, improvement cannot realistically be brought about through cen- 
tralised strategies, but must rely on problem-solving approaches developed and 
implemented at all levels of government and society. Fragmentation is not neces- 
sarily a disadvantage: much can be done by promoting the diffusion of best 
practice and by taking up innovations that have been successfully tested else- 
where. In this respect, achieving better results can be seen as a public-sector 
management problem: public schools in some areas are unresponsive and ineffi- 
cient because they are not subject to competitive or to other external pressures 
forcing them to improve performance; nevertheless, many schools are well- 
managed and are subject to intense competitive and political pressures for good 
performance. But a deeper and more intractable problem is the long-standing 
social dimension of educational failure in the United States. Progress in this area 
will depend not only on improvements in the schools, but also the broader areas 
of social policy which are not delivering adequate service levels for large seg- 
ments of the population. 
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State and local governments have been working in various ways to try to 
improve performance. The search for solutions has ushered in an era of experi- 
mentation and innovation. In general, reforms implemented by State and local 
governments have involved nearly every facet of school policy: management of 
the leaching staff, programme design, school choice, accountability, contracting 
out and expenditure levels. These reforms have been associated with some 
improvements in overall test scores and high-school completion rates’^ and some 
of the more successful innovations appear to be spreading.'^^ Generally, though, 
much more effort will be required. In an era when employment prospects for 
poorly-educated individuals are deteriorating rapidly, the American educational 
system continues to graduate large numbers of young adults whose achievement 
levels are severely deficient. Education therefore remains a very high priority 
policy area, one in which equity and efficiency considerations are inextricably 
bound together. 

The Federal role in this process is necessarily a low-profile one. As noted 
earlier, this is due in part to the constitutional “division of labour” which assigns 
responsibility for education to the States, who frequently, in turn, assign it to 
local authorities. In the current fiscal context, this role is further limited by the 
priority that must be given to Federal budget control. This effectively precludes 
significant increases in the Federal contribution to education. 



Recent Federal initiatives for improving performance 

Recent Federal initiatives have accordingly focused on inexpensive ways of 
improving outcomes. Foremost among these is the Federal government’s role in 
working with school authorities, teachers’ associations and others in order to 
define a mission and a related set of more specific goals for public schools. In 
relation to academic performance, the initiative seeks to define “voluntary” 
standards and associated assessment procedures for primary and secondary edu- 
cation. These initiatives date from the Education Summit in September 1989, 
during which President Bush and the State governors (including then-Govemor 
Clinton of Arkansas) agreed on six national goals for education that were to be 
met by the year 2(XX). These were subsequently written into legislation - Goals 
2(X)0, signed in April 1994 - in a slightly altered form involving eight goals 
(Box 3). 
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Box 3. National education goals 

In 1989, ihc nation’s governors adopted six National Education Goals, which were 

incorporated into the “Goals 2000' *: Educate America Act. The Goals 20(K) legislation 

ultimately defined eight goals: 

By the year 2000: 

1. School readiness: All children in America will start school ready to leam. 

2. School completion: The high school graduation rate will increase to at least 90 per 
cent. 

3. Student achievement and citizenship: American students will leave grades four, 
eight, and twelve having demonstrated competency in challenging subject matters 
- including English, Mathematics, Science, Foreign languages. Civics and Govern- 
ment, Economics, Arts, History and Geography - (and leave school) prepared for 
responsible citizenship, further learning, and productive employment. 

4. Teacher education and professional development: The nation's teaching force will 
have access to programmes for the continued improvement of their professional 
skills and the opponuniiy to acquire the knowledge and skills needed to prepare 
students for the next century. 

5. Mathematics and science: U.S. students will be first in the world in .science and 
mathematics achievement. 

6. Adult literacy and lifelong learning: Every adult Ainericaii will be literate and will 
possess the knowledge and skills necessary to compete in a global economy and 
exercise the rights and responsibilities of citizenship. 

7. Safe, disciplined and alcohol-and drug-free schools: Every school in America will 
be free of dmgs. violence and the unauthorised presence of firearms and alcohol and 
will offer a disciplined environment conducive to learning. 

8. Parental participation: Every school will promote partnerships that will increa.se 
parental involvement and participation in promoting the social, emotional and aca- 
demic growth of children. 

Source: Prisoners of Time. Report of ihc National Commission on Time and Learning, Washington. 

April 1994. 



Following the Education Summit, a National Educational Goals Panel con- 
sisting of governors, Members of Congress and representatives of the Adminis- 
tration was created to report annually on progress toward the goals. In consider- 
ing how to measure progress in academic content (goals 3 and 4 of Box 3) for its 
report in 1991, the Panel concluded that national education standards defining 
what students should know, along w'ith new methods of assessing students' 
success in meeting the standards, should be considered. In order to assist in this 






process. Congress created a National Council on Education Standards and Test- 
ing (NCEST) in June 1991. In 1992, the Council issued a report advocating 
voluntary standards for students, for schools and for school systems in the five 
core areas specified in the national goals (English, mathematics, science, history 
and geography) and in other areas such as foreign languages and tlie arts. Earlier, 
in 1989, the National Council of Teachers of Mathematics had completed a 
“framework” for mathematics, which is to serve as the starting point for the 
mathematics standard. The National Academy of Sciences is developing stan- 
dards for the sciences. The report also concluded that it was both desirable and 
feasible to develop new methods to assess the progress that U.S. students make 
toward meeting these standards. Such measures would involve alternative testing 
techniques so as to reduce reliance on the standardised tests that are now so 
prevalent in U.S. education. 

The Administration plans to use existing funds from Chapter I of the 
Elementary and Secondary Education Act to promote the adoption of the volun- 
tary standards (by making Federal grants to States contingent on progress in 
implementing the legislation). Particular emphasis is to be placed on standards 
development and its translation Into related teaching material and assessment 
techniques. 

A second initiative is the School-to-Work Opportunities Act, which was 
signed in May 1994. This legislation encourages the development of a national 
system of State-mn, local partnerships of employers, educators and others in 
order to build school-to-work programmes. The goal is to offer young people 
access to education and training programmes that lead to certificates of compe- 
tence that are widely recognised by employers, while also increasing their oppor- 
tunities for further study.*^'* In an related effort initialed under Goals 2000, a 
National Skill Standards Board has been set up to work on industry-recognised 
standards of skills in various occupational “clusters” (such as health fields, 
electronics and mechanics). This effort involves representatives of State govern- 
ments, business and labour. Here, again, the Federal initiatives seek to redress 
institutional shortcomings in ways that involve relatively few additional outlays. 

Assessment of recent initiatives 

Although the wording of the goals is sufficiently ambiguous to leave some 
room for manoeuvre, the outlook for meeting many of them is not good. Goal 5, 
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for example, states that American students will be first in the world in mathemat- 
ics by the year 2000. This would mean that the graduating class of the year 2000 
(assuming that tlie goal is meant to apply to them) would have to have made up 
what is now a two grade level lag in performance in only six years. Achieving 
other goals would require improvements in other policy areas that are similarly 
improbable. In the absence of major overhauls in drug legislation and enforce- 
ment and in gun control, it is unlikely that school reform, alone, could eradicate 
the related problems of drugs and violence in schools (Goal 7). Goal 1 states that 
all children will start school “ready to learn”. This would presumably imply 
much fuller health care coverage and a more comprehensive Head Start and other 
early childhood prograt^unes.^^ 

Nevertheless, in both Goals 2000 and the School-to-Work Opportunities 
bills, the emphasis on voluntary standards does seem to embody a pragmatic, first 
step toward making needed reforms in the systerh. Inadequate standardisation of 
educational programmes is clearly a problem: it increases the educational costs of 
mobility in a society that tends to be highly mobile; it undermines school 
systems’ ability to co-ordinate pedagogical efforts with students’ families 
because no widely-shared view exists of what public schools have a right to 
expect of students and vice versa; it makes it difficult for employers to use 
records from secondary schools as inputs to recruitment in the youth labour 
market; the pervasive lack of rigorous cuiricula encourages students to avoid 
challenging course material since they have no immediate incentive to do other- 
wise. In addition to correcting these shortcomings, standards should facilitate 
nearly every aspect of school management: funding from State or Federal gov- 
ernments can be linked to schools’ abilities to adhere to the standards (rather than 
to control of inputs), and contracting out with private firms for certain services 
may become easier as course content becomes more standardised. 

The impact of the initiatives on the pronounced inequality of educational 
opportunity in the United States is less clear. The amount of Federal money spent 
on primary and secondary education hardly changes under the legislation. The 
pattern of inequitable funding and of related disparities in the quality of education 
services continues to be one of the major obstacles to the adoption of more 
meaningful standards. Although there are proposals to alter the formula for 
allocation of Chapter I funds in order to target them more closely on needy 
students, minority groups are understandably concerned that the move to 

128 

130 




enhanced standards will not be accompanied by enhanced ‘‘opportunities to 
learn” for their children. Indeed - in what is undoubtedly an essential feature of 
any politically feasible reform - the recent initiatives leave State and local 
control and financing virtually untouched. 

Although the legislation makes no major adjustments or concessions to 
disadvantaged groups, it may nevertheless help them. The greater intellectual 
investment in the design of school-to-work programmes (which is given addi- 
tional impetus under the School-to-Work Opportunities Act) and in occupational 
skills certification will obviously help students who have opted for the vocational 
track in secondary studies, and these include many disadvantaged students. It is 
also conceivable that the greater clarity of standards will help minority families 
(and others as well) to become more effective participants in their children’s 
education. They are especially likely to do this because the growing earnings 
premium for higher educational attainment is rapidly increasing the private incen- 
tives for educational success. More generally, minorities were not big winners 
under the previous system, which, in practice, gave rise to a set of discriminatory 
standards that demanded less of them. On the whole, though, the disadvantaged 
students are not expected to benefit disproportionately from tlie approach embod- 
ied in Goals 2(XX). 

Increased emphasis on their problems is required. The Federal government 
should encourage the States to find a better balance between rights and responsi- 
bilities in the field of education. The States have imposed significant costs on 
society through their decades-long neglect of the education of children from less 
advantaged communities (see section on Welfare Reform in Chapter III, for 
example). U.S. society now finds itself in a situation where whole communities 
experience massive educational failure at a time when the economic penalties for 
such failure are growing. Yet, unfortunately, this is not a problem for which 
ready solutions are available, and trial and error will be a necessary part of the 
policy approach. A sustained effort will be required on a number of fronts. This 
will involve, in the first instance, a significant intellectual and institution-building 
initiative. Closer attention to and experimentation with education innovations 
designed to address the particular needs of these communities is required. If State 
and local political processes cannot generate pressures for substantial improve- 
ments in these schools, then perhaps an institutional shift allowing the greater 
play of market-like pressures will succeed in their place. More needs to be 
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learned about the design of such schemes - including “pro-poor” variants of 
school-choice schemes (Levin, 1991) and greater use of vouchers for the: 
purchase of private auxiliary services such as tutoring and summer programmes 
for disadvantaged children. At the same time, renewed attempts to make expendi- 
ture within states more equitable and better targeting of Federal outlays for 
disadvantaged students may be required. Although the fiscal situation will con- 
strain the range of options for the forseeable future, ultimately a greater Federal 
role in the financing of education - accompanied by continued local delivery of 
education - would seem to be in order 
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V 



Conclusions 



The present economic expansion has now been underway for over three 
years and has only recently shown any signs of moderating. Led by the interest- 
sensitive components of demand (consumption of durable goods and all kinds of 
fixed investment), the underlying momentum of growth actually accelerated to 
about 4 per cent in late 1993. Other private consumption has also grown robustly, 
because improved confidence led to a willingness to spend the increased cash 
flow generated by the interest-rate-induced mortgage refinancing boom. Income 
growth has been buoyed by a pickup in job creation and in the average work- 
week, despite an improvement in labour productivity growth. But other categories 
of spending have been rather weak, preventing any overheating thus far. Public 
consumption has been held back by successful restraint in Federal discretionary 
spending, particularly as a result of defence downsizing. Until the spring at least, 
increases in export sales were modest because of continuing weakness of export 
market growth due to the lingering recession in many other OECD Member 
economies. And inventories have been surprisingly lean through most of the 
recovery, maintaining the downward trend in relation to sales manifest since the 
early 1980s; the inventory build-up in the second quarter may have only tempora- 
rily interrupted that trend. But, with little growth in the labour force this year, 
unemployment fell sharply until May, reaching levels seen by many as consistent 
with full employment. 

Despite the dwindling slack in both product and labour markets, wage and 
price inflation trends have manifested little evidence of acceleration for most of 
the past year. For a long time falling prices for energy and imports in general 
made important contributions to stability in aggregate price indices, and labour 
costs have been kept under control primarily by the slowdown in non-wage 
compensation - reflecting somewhat less rapid growth in the cost of medical 
insurance, among other factors. Even though the case is by no means air-tight. 
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there is good reason to think that inflation has now reached its trough for this 
business cycle. Empirical analysis provides little support for the view that there 
has been any significant structural change in wage-price determination since the 
late 1980s when unemployment rates equivalent to around 5'/2 per cent on the 
new-survey basis seemed to be putting upward pressure on inflation. And more of 
today’s unemployed have been out of work for a long time than at that point, and 
thus are less effective in competing for new job openings. Consistent evidence 
that the economy is operating at levels where it is vulnerable to an acceleration in 
inflation can be found in the recent behaviour of the job-vacancy rate, slower 
vendor deliveries, spreading capacity constraints and spot shortages in certain 
sectors and for certain types of high-skilled employees. Upward risks for inflation 
could also result from a continuation of recent strengthening in commodity prices 
or further declines in the value of the dollar. 

The most immediate macroeconomic question is, therefore, whether the 
degree of monetary tightcnir ^ undertaken thus far is sufficient to ease the econ- 
omy back towards a sustainable growth rate so as not to jeopardise the longer- 
term trend toward price stability. Some endogenous slowing of GDP growth is 
expected as pent-up demand for housing and consumer durables, especially cars, 
is satisfied, disposable income growth falls in response to higher taxes, and the 
accummulation of business inventory slows from its torrid mid-1994 pace. Given 
the usual adjustment lags associated with monetary policy, it may be the case that 
the tightening measures taken to date are sufficient to slow the economy back to a 
more sustainable rate of growth. However, the Committee believes that the 
balance of risks is such that the current level of short-term interest rates will not 
suffice to bring growth down to its potential rate. Reflecting this latter concern, 
the Secretariat’s projections assume that short-term rates will have to rise sub- 
stantially more by the end of 1995. The impact of that on long-term rates should 
be relatively benign, as it has already been largely discounted. Indeed, bond 
markets could begin to strengthen slightly at some point, even in the face of 
monetary tightening, as they did during the summer of 1984, if they regain 
confidence that inflation will not surge. With these background assumptions, the 
underlying rate of growth should decline moderately, falling to sustainable rates 
of around 2*/2 per cent by the second half of 1995. But even so, unemployment 
may continue to decline and could reach a trough of some 5V4 per cent by 
mid- 1995. 
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Such a rate could still lead to an acceleration in the rate of inflation, albeit 
one which would leave it well below the peak rates of the last cycle; Accord- 
ingly, there is a possibility that even more rapid tightening would be needed to 
prevent any pick-up. Erring on the side of restraint would appear to be the best 
policy posture at this point in the business cycle. Even if there proves to be more 
spare capacity at hand than is argued here, such a policy would still be appropri- 
ate - given the fundamental strength of activity and the beneficial effects on 
long-term rates. And it is clearly not worth taking the risk of a marked accelera- 
tion of inflation, which would either undo much of what has been gained in terms 
of eradicating inflation from the economy over more than a decade or require 
such a vigorous policy response as to elicit a consequent recession. A strategy of 
additional restraint should comfort financial markets, which have become skittish 
regarding the likely trends for inflation and interest rates and perceptions of weak 
political support for a firm anti-inflation policy. Without adequate and timely 
policy tightening, it is unlikely that any amount of exchange-market intervention 
or supporting commentary will succeed in satisfying the concerns of private 
international investors who might be increasingly reluctant to add dollar assets to 
their portfolios. 

The combination of progressive slowing in domestic demand growth and a 
projected recovery in Europe and Japan should ensure a steady decline in the drag 
of net exports on real GDP, which could be sufficient to check the widening in 
the current-account deficit. This is consistent with a rising household saving rate, 
a declining budget deficit and a slowdown in private investment growth. But a 
large part of these developments would be cyclical, and with an external deficit in 
excess of 2 per cent of GDP, there remains a chronic lack of domestic saving. 
Although such an outcome would still be much smaller than the record deficits of 
the mid-1980s, the U.S. economy would remain dependent on attracting substan- 
tial net capital inflows with a resulting build-up in foreign indebtedness. 

Keeping downward pressure on the Federal deficit is therefore vital, not 
only because of its important contribution to the absorption of scarce domestic 
savings, but also because of longer-term considerations relating to public debt 
accumulation and balance-sheet deterioration and the solvency of the Social 
Security system. Recent outcomes have shown gratifyingiy significant deficit 
reduction. Much of this is probably cyclical rather than structural, however, and 
another part is accounted for by defence cut-backs which cannot continue indefi- 
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nilely, so that further gains are likely to prove more difficult, especially if the 
Administration’s medium-term scenario is not realised. The current institutional 
framework has done a good job in keeping discretionary expenditures under 
control, but little has been done thus far to limit the much larger and intractable 
increases in entitlement spending. And health-care reform by itself will by no 
means be sufficient to solve the long-term deficit problem. Since there is such a 
strong public distaste for additional taxation, it is in social security that far- 
sighted policy-makers will have to seek further cuts in order to put the Federal 
finances on a firmer footing, as the spending pressures of the twenty-first century 
begin to come into view, and to make room for a needed shift in outlays towards 
those of a capital nature. A contribution could also be made from a radical 
overhaul of the tax system to shift taxation from income to a consumption base in 
order to encourage saving and investment more directly. 

The budget deficit is only one of a number of major issues recently 
addressed by the Administration. The National Performance Review (NPR) has 
been a laudable attempt to change some of the fundamental ways the government 
operates: the way procurement is handled; how much responsibility is assigned to 
individual employees and how they are remunerated; and how legislative proce- 
dures that work to frustrate efficiency-enhancing reforms can be improved. 
Implementation of many NPR recommendations that are largely in the domain of 
the Administration is well underway and should indeed help to make the govern- 
ment more responsive to the changing demands for its services and possibly even 
lower the deficit in the process. But Congressional action is also required in 
relation to some key procedural elements of the NPR, but the incentives are 
strong for Congress to stick with politics as usual, on occasion excessively 
influenced by special-interest groups. A failure to reform the system means some 
inefficient micromanagement of public spending programmes will remain, and 
short-termism in decision-making more generally will persist. The U.S. political 
system is known for its admirable checks and balances, but this is a case where 
there is little counterweight to occasional Congressional excess, and there is 
therefore a strong argument for granting the President greater power to force 
Congress to re-examine some of its spending decisions. 

But more than any other challenges, the Administration has attached highest 
priority to alleviating the nation’s social problems, in recognition of their interac- 
tion with economic policy and processes over the long term. This has taken most 
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prominent form in its attempt to overhaul the system of health care with a view to 
getting better value for the trillion dollars per year spent and to ensuring that all 
Americans have adequate access to medical services. The Committee has already 
pointed to the weaknesses of the current system and most particularly to its lack 
of financial sustainability, and indeed it appears that the U.S. public and policy- 
makers alike now understand the issues better and may be forming some degree 
of consensus as to how to undertake this most I asic of structural reforms. 

The Administration’s proposal was a coherent yet complex plan mixing 
elements of managed competition, a single-payer pian and global budgeting. It 
guaranteed universal coverage from the start for a generous package of benefits 
and included mechanisms for enhanced cost containment. Several controversial 
issues surrounding the Administration proposal ~ such as whether insurers could 
effectively provide the countervailing power to providers necessary for cost 
containment and whether the employer mandate would lead to widespread job 
losses ~ have led the Congress to consider a range of alternative proposals which 
differ in key respects from that of the Administration. But differences of view on 
the design of health-care reform must not become a stumbling block to the 
enactment of any significant reform programme. For without a comprehensive 
overhaul of some sort, spending pressures are likely to remain unabated, while 
inequality of access to adequate care will continue to increase. Reform has a 
greater chance of success if it is comprehensive radier dian piece-meal and 
segmented and if it introduces strong incentives for cost containment. 

The welfare system is another social domain v;hich has drawn the 
Administration’s attention. Some claim that the availability of benefits for single 
mothers under the Aid to Families with Dependent Children (AFDC) programme 
has contributed to the breakdown of traditional family structures and the rising 
rate of illegitimacy in all sectors of the population and argue that, in the extreme, 
the programme should be eliminated. But the evidence does not seem sufficiently 
convincing to justify such a radical approach. Accordingly, the key objective of 
the Administration’s proposed reform is to tilt the balance of incentives for 
beneficiaries more towards self-sufficiency through work, child care and 
enforced child support and away from long-term, possibly even inter-genera- 
tional, welfare dependency. Work incentives have been reinforced by the expan- 
sion of the refundable Earned Income Tax Credit and would be further strength- 
ened by any detachment of health coverage from AFDC receipt, such as through 
the universal coverage included in the Administration’s health reform proposal. 
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But how many AFDC beneficiaries are capable of becoming self-supporting 
and how hard society should pull and/or push them in this direction are still 
matters for wide disagreement. The Administration’s draft legislation offers a 
modest boost in resources available to them for engaging in extra education and 
training and a backstop programme of subsidised employment for those who 
nevertheless cannot find jobs. But at this point it seems impossible to ascertain 
whether the former will be effective enough to mitigate the need for a large-scale, 
deficit-boosting public employment scheme. The best of such training pro- 
grammes seem indeed to be money well-spent, but only the best and usually only 
those in which the training is long-lasting and therefore costly. The challenge 
will be to ensure that the proper lessons in programme design can be learned so 
that the President’s promise to **end welfare as we know it” will not result in 
just transforming it into dead-end public-sector job creation. 

Education is another important area of public spending which presents a 
mixed picture in terms of performance. The diverse system of higher education 
- featuring institutions that run the gamut from world-class research universities 
to local community colleges offering vocational certificates and remedial educa- 
tion programmes - is a major competitive strength for the United States. In 
contrast, the effectiveness of the primary and secondary education system, while 
highly variable, can broadly be characterised as mediocre at best: scores are low 
in international comparative testing and drop-out rates for some ethnic minorities 
are high, despite the absence of even moderately rigorous exit requirements. 

One of the striking characteristics of the U.S. system - compared with most 
others in the OECD area - is the lack of widely recognised educational standards 
and programmes of study. The only reasonably exacting standards acting on the 
primary and secondary sectors stem from the competitive university sector, and 
these apply only to a narrow range of students. For the non-college bound, this 
means that there is little incentive to take a challenging academic programme or 
to be a conscientious student. Much of the difference in international test scores 
can be attributed to the lax academic programmes followed by most primary and 
secondary students. The absence of standards complicates other aspects of school 
management; for example, by raising the costs of mobility in a society that tends 
to be highly mobile and by making it difficult to send clear signals about an 
individual’s school experience to the system’s “customers” (families, prospec- 
tive employers and tertiary institutions). It should be emphasised, though, that 
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some aspects of the educational system may be beneficial from a social stand- 
point. For example, while the incentive balance for the vast majority of students 
promotes low levels of both effort and achievement and must be clearly shifted, 
the reluctance to fail young children who are not performing at grade level 
provides a second chance to those who would otherwise probably eventually 
drop out of school. And the relaxed academic pace also allows secondary-school 
students to gain valuable experience through extensive participation in the job 
market and in non-academic activities such as sports and the arts. 

The costs of poor performance in the primary and secondary education 
sectors are, of course, difficult to quantify. Severe failure of some communities' 
education systems calls into question society’s ability to integrate certain popula- 
tion segments into the economy, with attendant costs in the form of crime, drug- 
use and lack of economic self-sufficiency. In these areas, the education sector is 
only a part - albeit an important one - of a more general policy failure. In 
addition, poor performance entails more obvious costs in the form of foregone 
private incomes and tax revenues. These stem from what are, by now, well 
documented earnings increases associated with additional years of schooling. 
Furthermore, numerous studies of the relationship between educational achieve- 
ment and job performance attest to education’s beneficial effects for positions at 
all skill levels. 

Recent initiatives reflect ongoing concern about the failure of the education 
system for many young people. They have also been shaped by the compelling 
need for Federal deficit control and by a political environment in which local 
control of schools is nearly sacrosanct. The Federal government launched two 
major proposals designed to improve primary and secondary schools. First, 
legislation entitled “Goals 2000“ was signed into law in early 1994. It defines 
eight national goals for the public school system. In working toward these goals, 
the Federal government has attempted to facilitate States’ efforts to define “vol- 
untary” national standards for education and associated efforts to develop peda- 
gogical and testing techniques. Second, the recently passed School-to-Work 
Transition Act and related efforts to establish occupational skills standards 
attempt to develop programmes and standards for vocational studies. These 
efforts represent a pragmatic first-step in improving primary and secondary 
education. They concentrate on making the collective investment which is more 
imellectual than financial - needed for society to define its goals in relation to the 
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school system. The Federal government plans to use its political and modest 
financial leverage to encourage States to make progress on these goals. Even 
these tentative first steps on the long path to major reform of the system will not 
be easy to accomplish. For example, the debate over curriculum content - even in 
what would seem to be straightforward areas such as natural sciences - has a 
long and strident history in the United States. Arriving at a consensus in many 
subject areas is going to be difficult and time-consuming. Adding to the political 
complexity is the extreme and unjustifiable disparity of service quality between 
affluent and poorer communities, disparities that are largely due to the traditional 
reliance on local finance and control of schools, and that lead to poorer communi- 
ties’ justifiable fears that the move to enhanced standards will not be accompa- 
nied by enhanced opportunities for their children to learn. The Federal govern- 
ment should reinforce its traditional role in reducing such disparities, first by 
encouraging States to improve service quality in disadvantaged communities and, 
second, by improving the targeting of existing Federal funds on genuinely needy 
students. 

Indeed, the reforms put in place the first phases of a process that will raise 
overall achievement levels, but they do little to address the persistent social 
dimension of educational failure. Federal funding for economically disadvan- 
taged students has been held constant (although some retargetting toward needier 
students has been attempted). The Federal government needs to encourage the 
States to find a better balance between rights and responsibilities in the field of 
education. More attention needs to be paid to the educational needs of poorer 
communities and of ethnic minorities, who represent a growing proportion of the 
student population. Experimentation with innovations designed to address these 
students’ needs will be required. If State and local political pressures are not 
sufficient to bring durable change in this situation, then an institutional shift 
allowing a greater reliance on market-like mechanisms, including school choice 
schemes, may be a fruitful area for experimentation. 

The U.S. economy, therefore, offers a somewhat contrasting picture: at the 
macroeconomic level, performance has been remarkably good over the past two 
years, and the fundamentals seem sound for the immediate future. The expansion 
has become more firmly established, and job creation has accelerated without the 
re-emergence of any wage and price pressures thus far. But certain concerns of 
both macroeconomic and structural nature pertain to 1995 and especially the 
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years beyond. Recognising that there is very little slack remaining in labour and 
product markets, possibly none at all, policy-makers have acted fairly early by 
past standards in order to head off a clear acceleration in inflation, with all its 
painful by-products. But only if such action succeeds in significantly moderating 
the pace of demand increases will the expansion be sustained for a longer period, 
avoiding the bust which inevitably follows a boom. Furthermore, over the longer 
term, the public finances will require further attention, despite last year’s success- 
ful deficit-reduction package, and additional long-term fiscal consolidation 
should move back to the top of the agenda again in 1995, But even more, it is 
worsening social problems that give grounds for concern as one looks further into 
the future. Many of these problems are related to inequities: between those at the 
top end of the income distribution - who enjoy some of the finest health and 
education services in the world - and those at the bottom - who lack access to 
even minimally adequate social services. Only if these inequities are attended to 
will the long-term economic future of the nation be secure. 
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Notes 



1. This is noi necessarily as favourable for aggregaie growth of the capital stock as one might 
guess, since it reflects in large part a shift in businesses' desired mix of their capital slock, 
not necessarily a desire for overall capital deepening. Computers constitute a very large 
fraction of new equipment purchase and depreciate quite rapidly. Thus, as they make up a 
growing share of the capital stock, gross investment must increase more rapidly just to 
maintain existing levels of the stock. On a net basis, the share of equipment investment in 
donwslic product is not so unusual. 

2. The floods sharply reduced rental income growth for the year, and interest income was held 
down by low interest rales. This last factor, along with the progressive character of the 
personal lax increase, reduced the share of total disposable income received by high-income 
households, thereby increasing slightly the economy-wide average propensity to consume. 

2. Also, with the surge in home sales came a sharp increase in investment in existing homes 
- notably brokers' commissions plus additions and alterations. These totalled 18 per cent in 
1992 and 1 1 per cent in 1993. This increase was nearly as imporlanl quantitatively as the 
rise in single-family construction. 

4. The decline in this ratio in recent years goes well beyond the gradual decline that might be 
expected with the shift in composition of business toward services. 

5. Price inflation lends to respond to growth of wages relative to longer-run trends in labour 
productivity (in effect smoothing through the cyclical pickup and slowdown in productivity 
growth). Trend growth of output per hour is estimated by the OECD Secretariat to lie in the 
range of 1 .3 to 1 .5 per cent per year. This is a bit faster than the measured growth of 0.8 per 
cent over the past two decades, but actually fairly close to historical experience, after 
correcting for the .shifts in measurement error pointed out by Gordon ( 1993). Most published 
econometric estimates of current trend productivity growth lie in the 1 per cent range - but 
some respected analysis suggest that trend growth in productivity may have picked up a bit 
in recent years due to lower inflation (Greenspan. 1994. For a detailed analysis, please see 
Rudebusch and Wilcox, 1994; their results were, however, generally mixed). Others point to 
business restructuring or the “information revolution*' (David. 1989). Gordon (1993) found 
no clear evidence of such an aggregate improvement in trend productivity growth in the 
1990s - indeed, firm conclusions about the trend are not possible as long as the output and 
employment data for 1992 onward remain subject to annual revision. However, productivity 
growth since 1989 has been (for all workers in non- farm business) about 0.8 per cent 
stronger than typical for the 1980s - even after allowing for the normal acceleration in 
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output per hour that occurs during recoveries. It is noteworthy that such an acceleration in 
trend productivity is not found for the narrower category of * ‘production workers*’ alone: 
perhaps business restructuring has instead eased demand for supervisory workers and 
increased their productivity. The estimated moderate increase in trend productivity growth, 
combined with the projected wage and price growth, implies little change in the mark-up 
over unit labour costs over the next year or so. as the effects of tight capacity are offset by 
the normal lag in price response to wage acceleration. 

6. Indexes of non-petroleum commodity prices (as reported, for example, by the Commodity 
Research Bureau) have picked up significantly in recent months. However, primary com- 
modities make up a relatively small fraction of overall production cost, relative to labour 
and capital equipment. Prices of storable primary commodities tend to be watched closely 
because they can embody expectations of future price growth. However, several studies 
suggest that they offer little extra information to help predict inflation, above and beyond 
the information contained in current wage growth and the output gap. 

7. However, the choice of method for estimating the gap has a great deal to do with one’s view 
on when the gap has disappeared. Diagram 5 showya simple split-trend estimate of potential 
GDP. an approach popularised by Perron (1989). Some prefer a more variable measure of 
potential: for example, using a Hodrick^Prescott filter to smooth actual output. However, 
this implicitly assumes that potential output actually weakens during recessions - an 
assumption which some may not find attractive, especially during recoveries. A modified 
filtering approach, first removing recessions from the data before running the filter, may be 
preferable. Using this method, the output gap appears to have closed in Q4 1993. Finally, 
the most conceptually attractive approach may be to estimate potential output from its 
component parts: working age population, trend labour-force participation, the NAWRU. 
and lastly trend productivity (whether from a split trend or some filtering method). Using 
this approach, it appears that the output gap wa.s dosed in the second quarter of 1994. 

8. The first to suggest demographic adjustment was Perry (1970), who constructed an alterna- 
tive aggregate unemployment rate with fixed weights for different demographic groups 
within the overall working-age population. Weiner (1993) used a simpler measure that was 
just as effective: the unemployment rate for married men, while Englander and Los (1983) 
used the unemployment rate for prime -age males. The OECD Secretariat’s statistical tests 
found that the unemployment rate for prime-age males was slightly more effective in 
predicting wage inflation than was unemployment of married males - though even that 
measure was noticeably more effective than the unadjusted aggregate unemployment rate. 

9. Properly specified Phillips curve relationships are very difficult to estimate, since they 
should incorporate, among other things, both past and expected future rates of inflation and 
unemployment. Data weaknesses compound the problem. However, estimation of simpler 
"backward-looking” specifications may nonetheless suggest which indicators are most 
important in evaluating prospects for wage inflation, and may also contain some information 
about the NAWRU. The estimates repotted below are very suggestive, but should be 
interpreted with caution. 

10. The figure is high whether one defines the long-term unemployed as those without work for 
more than 14 weeks or more than 26 weeks. 
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11. The relationship was strongest when long-term unemployment was defined as 15 or more 
weeks* but it was also positive and significant when long-term unemployment was defined 
as 27 weeks or more. 

12. An additional partial explanation might involve the unwinding of past rapid sectoral shifts 
in the structure of demand. When these shifts are especially severe - c.g. in an oil shock* or 
a defence spending boom in the face of monetary contraction - both structural unemploy- 
ment and job vacancies will tend to be high. Eventually* though, the Beveridge curve can 
shift back inward when those laid off in contracting industries find jobs in the expanding 
industries. Another possible explanation is the availability of new media (electronic bill- 
boards* for example) and increased use of personnel supply firms. 

13 The index of vendor performance, reported by the National Association of Purchasing 
Managers* measures the percentage of companies receiving slower deliveries in a given 
month. 

14. The broader aggregate measure ~ industrial capacity utilisation - also incorporates utilities 
and the mining sector* where prices often respond more to regulation or international 
capacity pressures than to domestic utilisation. Thus the narrower measure for the manufac- 
turing sector alone has more power to predict future inflation. 

15. The original paper by Hallman €t al. (1991)* for example* presented a “two-gap'* equation 
for inflation acceleration: in this equation* the t-statistic for the output gap was far larger 
than that for the velocity gap. 

16. Given the surge in M2 velocity throughout the 1990s, the corresponding slowdown of two 
percentage points or so In core consumer prices was mild* relative to what the P-star model 
would have suggested. The opportunity cost of M2 did increase with the steepened slope of 
the yield curve in the 1990s, among other things - but this goes only part way toward 
explaining the apparent shift in equilibrium velocity. 

1 7. Any such estimate of the NAWRU can only be rough: any of the typical published estimates 
of the aggregate NAWRU (usually in the 5^4 to 672 per cent range) would not be grossly 
inconsistent with the estimation results reported in the aruiex. 

1 8. In 1993, there were 571 initial public offerings of equity in non-financial firms, raising some 
$25 billion, compared with only 150 for $5.6 billion in 1990. Similarly* $56.4 billion of 
non-investment-grade bonds were placed, up from $2.9 billion in 1990. 

19. By September 1993, 73.3 per cent of all domestic bank assets were in “well-capitaliscd" 
institutions and only 8.9 per cent in “under-capitalised" institutions, compared with 
30.4 and 31.1 per cent, respectively, at the end of 1990. Parallel to this was the reappearance 
of premiums of as much as 40 to 50 per cent in the equity price of many banks over their 
book value. 

20. Innovatively, all were announced publicly, rather than being revealed implicitly in Federal 
Reserve open market operations as had theretofore been the rule, in order to provide as clear 
a signal as possible to the markets on the occasion of a shift in the direction of policy and to 
satisfy demands for increased openness. 

21. Also, by April, new issuance of bonds and equities fell by half year-on-year to their lowest 
levels since early 1991 ; similarly, those of mortgage-backed securities were down by three- 
quarters to their lowest since end-1990. 
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22. Such a reaction is not» however, without precedent. In the 13 nx>nths from May 1983 to 
June 1984 three'month Treasury bill rates rose about 170 basis points, as the attempted 
to brake the surging recovery. And ten-year rates jumped about 320 basis points. However, 
in the following two months, as short rates rose a further 60 basis points, tlie bond market 
began its mid- 1980s rally, with long rates falling nearly a full percentage point as credibility 
was re-established. 

23. This argument can be supported by pointing to the continuous narrowing of credit risk 
premia; spreads of corporate bond rates over Treasuries shrank by more than three-quarters 
of a percentage point (by about halO in the fourteen months to May 1994. 

24. In his Humphrey-Hawkins testimony to Congress in February 1994, Chairman Greenspan 
said: “A further edging down of the unemployment rate from its January reading (6.7) per 
cent is viewed as a distinct possibility”. By May. the rate was down to 6.0 per cent. 

25. Introducing indexed bonds would also reduce uncertainty premiums, thereby saving on 
interest charges. In particular, it would mitigate the attractiveness of the government trying 
to inflate its way out of the burden of the public debt. Such securities would also provide a 
useful vehicle for small, unsophisticated investors to save directly for their retirement. 

26. A few observers also claim that uncertainty was given an added boost by the decision to 
announce the rate changes, interpreting the Federal Reserve’s actions as communicating a 
deeper fear of imminent inflation, but this cannot have had more than a very short-term 
effect. 

27. A final, more technical, explanation relates to the end of the mortgage refinancing boom. As 
refinancing slowed, the avei^age expected maturity of mortgage-backed securities length- 
ened, and, in order to maintain the maturity structure of their overall portfolios, holders 
shortened the maturity of the rest of their portfolios by selling loog-term Treasury securities. 

28. This figure assumes foreign direct investment is valued at current replacement cost; the 
' corresponding figure when valuation is at market prices is $508 billion. 

29. However, such transfers do not cover the cost of unfunded Federal mandates which have 
become more popular due to Federal budgetary stringencies. According to the National 
Conference of State Legislators, in 1991-92 alone the Congress passed 15 new laws with 
unfunded mandates on States, bringing the total to 172. Some claim that covering the cost of 
Federal mandates also accounts for an average of 12 per cent of city and county budgets. 

30 For most of calendar 1993, deposit-insurance outlays were constrained by a lack of spend* 
•ng authority from the Congress. Then, after great difficulty, the RTC Completion Act was 
passed late in the year. It allows up to $18.3 billion more to be spent to resolve failed 
savings and loan associations, bringing the total cost of the bailout to about $150 billion in 
1990 prices (CBO, 1994^). About 10 per cent of the current slinuned-down industry is still 
deemed to be troubled. Sometime in the first half of 1995 the RTC is to hand over its 
responsibilities to the Savings Association Insurance Fund whose reserves provide it with 
little cushion against negative surprises. 

31. Incoming data point to the likelihood that some of that cutback has already occurred in FY 
1994 and that 1994 was the first in 25 to experience an absolute decline in discretionary 
outlays. 
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32. 



For FY 1994 Congress appropriated 68.6 per cent of the funds needed for the President’s 
increased spending requests, ranging from about a third for Head Start and various employ- 
ment and training initiatives and less than half for his education and national service 
programmes to nearly full funding for environmental programmes and more than 100 per 
cent for housing and community development programmes. For FY 1995 the prospects are 
perhaps not as bright, as the CBO scored the Administration Budget as exceeding the BEA 
discretionary caps by SS'/i billion. 

33. This latter assumption is particularly surprising, as the Administration had not been nearly 
so optimistic in its 1994 Budget assumptions: average real long rates were then assumed to 
be around 4'/4 per cent, compared with the 3.0 per cent in the 1995 Budget, and real short 
rates were assumed to average 2.0 per cent rather than the l.O per cent mean in the 
1995 document. Each percentage point difference in assumed real interest rates is worth a 
cumulative $130 billion in extra spending by 1999, of which $41 billion ('A per cent of 
GDP) is in 1999 alone. 

34. Total Federal and Federally-assisted borrowing as a share of total net credit-market borrow- 
ing has risen from less than 20 per cent prior to the first energy shock to a peak of 87 per 
cent in 1992, before falling to 76 per cent in 1993. The majority of this is direct Federal 
borrowing from the public to cover tlie deficit. It is, therefore, highly likely that the Federal 
deficit is pre-empting a substantia] share of domestic saving: the national-accounts deficit 
represented over a quarter of gross private saving in 1992. 

35. A move away from income-based taxes might benefit from a reduction of the many tax 
expenditures contained in those taxes. The sum of all individual revenue losses in 
1995 alone from such provisions was $436 billion (this is a maximum figure, since it does 
not account for interactive or behavioural effects), 59 per cent of the expected revenues 
from the corporate and individual income tax (Office of Management and Budget, 1994). To 
put it another way, as much as 37 per cent of the tax base has been eroded. Reversing that 
erosion would allow the same revenue to be raised with lower statutory rates which 
presumably would be less distortionary. 

36. There are currently six such programmes covering workers displaced most notably for 
reasons of trade adjustment, defence conversion and pollution controls. 

37. However, some progress has been made in other areas under the Conunon Agenda for 
Cooperation in Global Perspective. 

38. This involves some doable counting, since the deficit reduction incorporates the effects of a 
cut of 143 000 in the Federal workforce that was already included in the 1994 Federal 
budget. The remainder of the spending cuts contained in the NPR proposals are not 
contained in OBRA93: thus, if Congress passes the cuts, it has the option of using the 
additional savings either to increase spending in other ways or simply to keep spending 
beneath OBRA93 caps. For example, it chose to use most of the savings from the employ- 
ment cuts to finance the $30 billion crime bill. 

39. The NPR proposes to switch most such grams from cost-based reimbursement to fee-for^ 
service, in exchange for granting greater administrative flexibility to the States - simplifying 
paperwork and reducing the Federal government’s cost of administering the grants. 

40. See for example Congressional Budget Office (1993 c), pp. 23-27. 





41. Career concerns can and do substitute for direct financial incentives for many Federal 
employees whose performance is easy to measure. 

42. To assist in this and other management refonns throughout the executive branch, the 
President has created a Management Council, composed of the chief operating officers of all 
cabinet-level agencies. The Management Council is charged inter alia with overseeing the 
spread of performance management and new procurement procedures, and “re-engineer- 
ing” the bureaucracy. 

43. As of July 1994, seven agency heads (including five (Cabinet Secretaries) have signed 
“Presidential Performance Agreements” with President Clinton, formulating strategic goals 
and a corresponding performance plan. The NPR calls for all Cabinet members to sign such 
performance agreements. 

44. Also, re-election often depends heavily on factors in large part independent of performance: 
changing economic conditions or changing tastes of the electorate, for example. In these 
circumstances, which can mask the true performance of the politician, performance incen- 
tives are lessened: “moral hazard” exists. 

45. The study also cites lack of adequate management information systems. For this reason, 
among others, the 1995 Budget incorporates significant spending increases on computing 
equipment and software to expedite government financial management. Also, the Govern- 
ment Streamlining Bill creates “franchise funds” to allow agencies the flexibility to 
increase spending on items such as computers, with the requirement that such spending 
result in equivalent or greater cost savings later on. 

46. A “pork-barrel” project appropriation is a government project yielding rich patronage 
benefits. 

47. The NPR also points out the success of earlier Federal experiments in liberalised financial 
management - such as the Forest Service’s test of reduced line-item restrictions on the 
budget of an Oregon national park in the late 1980s, as a result of which measured 
productivity went up 35 per cent within two years. However, the NPR also mentions that 
Congress chose to reimpose the line-item restrictions on the park a few years later, despite 
the success of the experiment. A similar experiment in reduced micromanagement was 
dramatically successful at the China Lake Naval Air Warfare Center during the 1980s. 
President Reagan proposed to make the China I^e reforms more widespread in 1987 legis- 
lation: the bill failed in Congress because it lacked union support and would have involved 
surrender of Ck>ngressional control (Homer, 1993). 

48. In principle, programmes which greatly benefit a few may be worthwhile, if the losses to the 
majority of citizens are small enough. However, several considerations suggest that Con- 
gress has an incentive to engage in excessive log-rolling and earmarking. First, each voter 
tends to focus on a few issues which affect him greatly, without penalising incumbents for 
the many minor losses to himself which result when the politician accedes to rent-seeking 
pressure by others (Blinder, 1987). Second, political activism (lobbying, etc.) is too costly 
and time-consuming to allow attention to the many issues which affect one only margin- 
ally - especially since much of the benefit of activism accrues to others. Because one does 
not capture all the benefits of one’s activism, there is a tendency to let others do the work 
- this “free-rider problem” implies that widely dispersed interest groups often do not exert 
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political pressure commensurate with their size. Olson (1982) suggests that the cumulative 
legislative influence of special-interest groups typically makes governments increasingly 
inefficient over time - unless crisis reduces the effectiveness of their rent-seeking. 

49. Opponents of the legislation point out that it involves transfer of power from the Congress 
to the President, who could conceivably manipulate Congressional opponents by threatening 
to force another vote on their favoured earmarks. Depending on the character of the 
President, this mild transfer of power could be good or bad. Others argue that Congress 
would still retiu ' essentially the same powers it now exercises - but the change would lead 
Congress to exercise control in a more appropriate manner. Legislation could still specify 
the results Congress wants for the resources allocated and allow for sanctions if the 
Administration fails to deliver. In any case the proposed legislation retains one very 
attractive feature: every time that the enhanced rescission power is successfully exercised, a 
dubious line item will have been exposed as such and terminated. 

50. A key reason why such reform bills tend to pass the House and not the Senate is the 
procedural difference that Senate rules allow filibuster, while House rules do not. Thus, in 
effect reform legislation requires more than 60 per cent approval in the Senate, the threshold 
to shut off filibusters. 

51. The draft Federal budget for 1995 nonetheless contains significant reductions in agricultural 
subsidies relative to 1994. 

52. The delay resulted in layoffs in some agencies, but over 13 000 employees signed up for 
buyouts in the spring. 

53. And relative to their years of experience. Workers close to retirement age will naturally find 
buyouts especially attractive. Kettl (1994, p. 8) discusses these problems in more detail. 

54. Small businesses may gain, however, from the bill’s provision mandating computer posting 
of most Federal requests for bids within the next five years. 

55. Furthermore, recent action on reform of campaign finance, lobbying and gift rules may have 
reduced the appetite of members for further reform battles. 

56. Administrative costs are high by international standards because there are over 1 500 health 
insurance firms, each with its own set of procedures to deal with over 6 0(X) hospitals and 
778 0(X) physicians and dentists. Where some degree of standardisation and centralisation 
has been achieved, such as the public health programmes, administrative costs are 2 per cent 
(Medicare) to 4V< per cent (Medicaid), as compared to 14 per cent in the private insurance 
sector (Ncdde, 1993). The result is that, by some estimates, the United States devotes as 
much as twice as large a share of its outlays to overhead as does Canada (Consumers Union, 
1992). Some overhead costs are indeed necessary to help to control costs by routing out 
waste, fraud and abuse in billings and claims, and delivery of inappropriate or frivolous 
services. Some argue that Medicare and Medicaid should make greater efforts to review 
submitted claims even if that would entail higher administrative costs. 

57. The fee-for-service based system induces suppliers to provide the maximum amount of care. 
Furthermore, “defensive medicine”, driven by fears of enormous malpractice awards, adds 
an estimated 3 per cent to overall costs. Finally, as elsewhere, some procedures are under- 
taken out of genuine ignorance of a best-practice approach: for example, in a RAND 
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Corporation survey, nearly one-third of carotid artery surgery was deemed to be in^propri- 
ate and a further like amount to be of equivocal value. 



58. The Council of Economic Advisers (1994) estimates violent crime to be responsible for 
about 2 per cent of health spending. Fraud and abuse, also present in other countries, may 
boost expenchture by 10 per cent. 

59. Out-of-pocket expenses have declined Itom about one*haIf of health expenditure in 1960 to 
about one-fifth in 1990. 

60. But even discussing a reform of the system seems to have had an effect; recent increases in 
nnedical inflation relative to overall price increases have been much lower than in the past, 
resulting in a much smaller estimated increase in the share of GDP spent on health care in 
1993 than in previous years. 

6 1 . More exactly, those uninsured all year spend an average of about $1 224 per person per year 
<36 per cent use no health services whatsoever), while those with any private insurance 
spend $2 332 (Council of Economic Advisers, 1994). Part of this difference may be 
attributable to an apparent greater willingness to pay and also to demand extra related 
services as well as a higher cost structure in hospitals treating privately insured patients. In 
any case, a large part of the cost of care for the uninsured is shifted onto the insured private 
sector, since the public programmes have fixed fee schedules which sometimes are insuffi- 
cient for hospitals to cover their costs. Aaron and Bosworth (1994) argue that Medicare and 
Medicaid cover less than full hospital costs (Medicare about 95 per cent and Medicaid about 
65 per cent), leaving private payers to pay about 130 per cent, a further hidden tax to finance 
these programmes. An estimated $26 billion was thus shifted in 1991 . About half of this was 
uncompensated care provided by hospitals, representing 6 per cent of total hospital costs, up 
from 5.1 per cent in 1980 (CBO, 1993b). 

62. More is actually known about uninsured workers: according to O'Neill and O'Neill (1994), 
the uninsured arc far more likely to be employed part-time, to work fewer weeks per year, 
and to be high-school dropouts (and less likely to be college graduates); as a result they earn 
less than half as much per year as the insured. Young workers have a highcr-than-average 
probability of being uninsured. 

63. The smallest firms (with fewer than 10 employees) have more than three times the share of 
workers who are without coverage as do those with more than 1 000 employees. Scofea 
(1994) reports that only 69 per cent of workers in small, private establishments participated 
in employer-provided medical-care plans in 1991. This is well below the 83 per cent share 
for those employed in medium and large establishments. However, the latter share was as 
high as 97 per cent as recently as 1984. The author claims that this decline is attributable to 
declining participation among workers to whom benefits are indeed offered, in part because 
of the steady rise in the share of employees required to contribute to their own coverage 
(59 per cent in 1991, up from 28 per cent in 1980). The proportion of workers who decline 
health benefits that they are offered is undoubtedly relat^ as well to the increasing number 
of two- worker families. Nearly 80 per cent of eligible workers who decline coverage are 
covered by another plan (U.S. Department of Labor, 1994). 
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This is confirmed by the results of a recent poll which indicated that 20 per cent of 
respondents or son^eone in their family had passed up a job change in order to hold on to 
existing health benefits. 

65. A recent summary of these programmes has been provided by Currie (1993). 

66. The poverty rate for children in single-parent families is about four times higher than for 
those in two-parent families. 

67. Other factors which have probably increased the caseload include Suprenrve Court decisions 
striking down State minimum residency requirements (1969) and rules preventing the 
presence of a male adult in the household, even if he is providing no financial support 
(1968). The optional AFDC-UP benefit for two-parent families with either parent unem- 
ployed, offered by 26 states in the late- 1980s. was made obligatory for all stales beginning 
in fiscal year 1991. 

68. To some extent, however, these reductions have been compensated by increases in the real 
value of other benefits, especially Food Stamps and Meriicaid. According to Murray (1993), 
the real value of the welfare package rebounded during the 1980s almost back to tlie 
mid-1970s peak which was twice the 1960 level, primarily due to the surging costs of 
Medicaid. Most recently, however, states have taken a particularly restrictive stance: in 
1991, for example, 31 states left nominal benefit levels unchanged and 9 more proposed 
deep cuts (Currie and Cole, 1993). By July 1992, the combined value of AFDC and Food 
Stamps for a three-person family was 26 per cent lower in real terms than it had been 
20 years earlier. 

69. This ratio ranged from less than 0.09 per cent in Virginia, Alabama and Nevada to around 
0.65 per cent in (California and Michigan. The coefficient of variation was about 0.5. 

70. However, since 1988, one year of transitional Medicaid coverage and childcare has been 
provided to those leaving AFDC for employment. Nevertheless, as of 1993, a mother of two 
children with average child-care expenses resident in Pennsylvania, for example, loses both 
her AFDC and her Medicaid entirely with annual inconK about equal to earnings from a 
full-time job at the minimum wage. However, she can earn double the minimum wage 
before she becomes ineligible for any Food Stamps. 

71 . Overall, female heads of household with dependent children work as much as other women 
and generally earn more. 

72. While there was a sharp drop in the share of AFDC female heads who were working in 
1982 (especially those working full time), precisely the year after the 1981 legislative 
changes which increased the benefit reduction rate and reduced the maximum allowable 
income, this effect i$ entirely attributable to the change in eligibility rules, rather than to any 
behavioural response. 

73. According to Moffitl (1992, Table 5), the impact of a cut of a third in the guarantee or 
maximum benefit level (such as has occurred since the early 1970s when most of the data 
used in the literature were generated) in the context of a unit benefit reduction rate would 
lower the labour-supply impact of AFDC by about 60 per cent. For a summary of the 
changes in AFLX2 work incentives which have occurred since 1970, see Burtless (1990). 
According to Hoynes (1993), participation in the unemployed parent part of AFDC (see 
footnote 67) is more sensitive to the changing value of benefits than is that in the pan 
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dealing with female heads. AFDC receipt explains about 33 per cent of labour supply 
differences among male eligibles and 40 per cent among female eligibles. Accordingly, it 
appears that those entering AFDC are likely to be those less predisposed to labour-market 
participation in the first place. 

74. The 30 per cent reduction in work effort represents a loss of 5.4 hours of work per week. 
Given data on average wages and average AFDC benefits, Moffitt (1992) calculates a loss 
fraction of 0.37. The $1.60 figure is derived by taking the inverse of one minus the loss 
fraction. 

75. It should be noted that there is an element of upward bias in these duration data: AFDC 
receipt is defined as receiving at least one month of benefits in a year, but benefits may be 
received for only part of the year. Accordingly, others have estimated slightly shorter 
median durations calculated in months (Moffitt, 1992). For reasons which are not well 
understood, individual spells have also become noticeably shorter over time: the median has 
fallen from 31 months in 1975 to 22 months in 1991. 

76. However, very recent unpublished work by Zimmerman and Levine, cited in Currie (1993), 
disputes this conclusion. 

77. However, Currie and Cole (1993) have recently shown that birth-weight - a good proxy for 
child welfare - is positively influenced by mother’s AFDC receipt (significantly so for 
whites), so long as the estimation is properly undertaken. 

78. This is the conclusion presented by Moffitt in his recent survey. However, an almost 
simultaneous survey by Murray (1993) cites additional evidence, not mentioned by Moffitt, 
some of which apparently manages to explain about half of the increase in the non-white 
illegitimacy ratio from 1963 to 1983 through the growth of ATOC net benefits. Overall, 
around 30 per cent of all children are now bom out of wedlock, up from around 5 per cent 
as recently as 1960; among blacks, the figure is close to two-thirds. 

79. In any case, it is not disputed that welfare allows single mothers to live independently: states 
with lower benefits tend to have a greater proportion of single mothers living with a parent 
(Ell wood and Bane, 1985). WRA would require single mothers under 18 to live with a 
responsible adult, preferably a parent, in order to receive AFDC. 

80. Yet it should be noted that, at least superficially, white illegitimacy trends appear similar to 
those of blacks some 30 years earlier. 

81. In the example given in the table, the marginal “tax” rate for someone just beyond the 
minimum wage is just over 40 per cent. But beyond $6 per hour it rises to over 75 per cent. 

82. Beyond $50 per month, child-support receipts are fully offset by lower AFDC payments. 
There may be a case for reducing the amount withheld by the State in order to sharpen 
incentives for recipients to seek and for absent fathers to make support payments. 

83. For more information, sec Lerman (1993). 

84. The two-year maximum is seen as a lifetime limit; but there is a possibility of a welfare 
recipient earning renewed eligibility. Some exemptions are allowed, and time spent on 
welfare before the age of 18 is not counted. Some 13 states had instituted experimental 
programmes along these lines by July 1992, Most prominently of late, in 1995 Wisconsin 



will conduct in two counties a demonstration requiring work or job search. Recipients will 
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be limitod to 24 months of AFDC benefits except under certain conditions such as inability 
to find employment due to local labour-market conditions. 

85. Changing the administrators of the welfare system from cheque-writers into job-placement 
specialists may be as much of a challenge as any other already described. 

86. JOBS requires that any AFDC recipient lacking a high-schoo! diploma or basic literacy be 
offered relevant education. This usually entails training for the GED examination, whose 
value has been questioned (Cameron and Heckman, 1993). States are also mandated to 
provide job-skills training, placement services and two of the following: job-search assis- 
tance, on-the-job training or community work experience. JOBS also has a “learn fare” 
provision whereby States can require teenage AFDC recipients to enrol in school or have 
their benefits reduced. But, rather than insufficient Federal funding, the problem with this 
programme has been a lack of State demand: in FY 1992 only $0.56 billion of the 
$1.0 billion in Federal JOBS funds available was actually spent, hi 1991, while 39 per cent 
of AFDC recipients were subject to JOBS participation requirements, only 15 per cent of 
them were actually counted as participants. The caps to this entitlement are in the process of 
rising to $1.5 billion in 1995. In order to avoid a reduction in Federal matching rates, states 
must have reached Federal targets for JOBS participation rates and for focus on long-term 
recipients by that year. 

87. An evaluation of California’s GAIN (workforce) programme showed that it was able to 
raise participants’ income substantially and to get about half of them off welfare after two 
years. But, another, of the New Chance programme, which involved I 408 teenage mothers 
in 10 states, found that after 18 months participants were just as likely to be still on welfare 
(80 per cent) and jobless as non-participants. In welfare, as in other areas involving 
education and training, remedial efforts are far less successful than primary learning, 
suggesting the need for preventive action. 

88. Others believe that, once phased in, the programme could ultimately co.st $7 billion per year. 
The financing plan is based on several items including: $3.7 billion over five years in 
reduced transfers to non-citizens; $1.6 billion in lower aid to States* emergency spending to 
keep people off welfare; $1.6 billion from the corporate “superfund’’ tJ'x; $0.8 billion in 
reduced benefits to drug and alcohol addicts; and $0.5 billion from curbirg agricultural 
subsidies to faimers with more than $100 000 in annual non-fann income. 

89. The share of non-teaching staff stabilised during the 1980s after rising in the 1960s and 
1970s. 

90. This interpretation was handed down by the U.S. Supreme Court in the decision relating to 
San Antonio School Board versus Rodriguez in 1973. The decision implies that the Federal 
Constitution does not provide a legal basis for challenging the unequal distribution of 
education funding. 

91. Some of the State constitutions contain language describing the standards that would be 
applied to public education, but most do not. 

92. In many regions, this happened as an integral part of broader shifts in post-war settlement 
patterns - and especially as part of the tendency for white, relatively affluent populations to 
move to suburban locations and for poor minorities to become concentrated in the inner 
cities. These settlement patterns may have been encouraged by the tendency to use local 
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property taxes to finance some social services. This motivated well-off households to 
organise themselves into homogeneously affluent communities. Sec Weir (1992) and 
Levine and Williams (1992). 

93. For example, the state mathematical achievement data for public schools (discussed below) 
show Washington, D.C. with the nation’s lowest score. Its average score of 234 for 
1992 means that the typical eighth-grade student (who would normally be either 13 or 
14 years old) was unable to do straightforward numerical and did not master beginning 
problems-solving slcills. 

94. For a discussion of some of the methodological difficulties see, for example, Hanushek 
(1986 and 1994) and Hedges et ai (1994). 

95. Since 1912, 31 states have tested the constitutionality of their public school finance systems, 
some more than once. Most court challenges have attacked statutory financing schemes 
using one of three legal foundations: the Federal Constitution, equal opportunity clauses of 
State constitutions, or State constitutions’ education articles. See McUsic (1991). State 
Supreme courts have, in twelve instances, ruled against the constitutionality of the statutes. 

96. This disparity is probably large by U.S. standards, but not unparalleled. Other studies 
indicate that Ohio is characterised by strong inequality of expenditure, but that it not the 
least inequitable in this respect. Alaska, Missouri, Montana and Vermont all had higher 
inequality measures using the Theil coefficient as an indicator (Wyckoff, 1992). 

97. In 1990, about 59 per cent of three to four year-olds from families with annual incomes over 
$40 000 were enrolled in preschool, compared with 30 per cent of similar children from 
families with less than $20 000 in income. 

98. Little can be taken for granted in the debate on curriculum content in the United States. One 
of the most historically prominent of these debate.s, for example, concerns the theory of 
human evolution. For decades, Christian fundamentalists have tried, with varying degrees of 
success, to block the teaching of this theory or to ensure that the Biblical version of creation 
is taught at the same time. The long judicial history of this controversy began with a 
landmark case - commonly known as the "Scopes Monkey Trial” of 1925 - in which the 
Tennessee court system upheld a law prohibiting the teaching of human evolution. The 
Tennessee law was repealed in 1967, but in other states, the debate is active to this day. 

99. The difficulty of the course material taken by students appears to be very much linked to 
their master^ of the subject matter. One study, comparing the mathematics proficiency of 
Japanese and American students, found that the relatively limited number of Americans 
(14 per cent of the test sample) who had been exposed to the rigorous subject matter had 
identical scores to the top 20 per cent of students in Japan, where the mathematics pro- 
gramme is more homogeneous and more rigorous for a broad cross-section of students. The 
study noted further that the performance of the bottom half of the student population is 
significantly below the equivalent population in Japan. By implication, strengthening curric- 
ulum content and obliging many more students to take rigorous courses would improve the 
test scores of U.S. students relative to those of other countries. See CBO (1993a). 

100. Since 1990, poor pupils in Milwaukee have been given vouchers to attend private schools. 
This experiment is limited to non-religious schools and to 1 per cent of the children in the 
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city’s public school system. Despite its limited scope, this experiment is being closely 
monitored in education policy circles. See OECD (1994). 

101. These arrangements abolished most links between residence and school assignments. All 
families were obliged to choose at least two schools. Students were assigned to available 
places according to parents’ choice, racial balance and siblings already at the school. The 
majority of first-choice schools were not within walking distance of the family’s residence. 
One analysis of this experiment (OECD, 1994) indicates that it has helped to stem the flight 
of white families from Boston schools, with enrolment expected to rise by 5-10 p>er cent. 

102. The increasing prevalence of “home schooling’* - whereby almost 500 000 children are 
taught at home - underscores the potential acale of educational services provided by the 
home. In such cases, the home services are in competition with those provided by the formal 
sector. 

103. The recruitment behaviour of such businesses may reflect a lack of trust in the information 
coming from high schools or the relative ease of firing a worker with whom one is 
dissatisfied in the United States. 

104. A survey found that co-operative education was the most common work-study arrangement 
in 1991, offered in 49 per cent of all high schools and vocational schools (Stem, 1992). 
School-based enterprise was offered in 19 per cent of the surveyed institutions, apprentice- 
ships in 6 per cent and youth apprenticeship in 2 per cent. Frequently observed activities of 
high school enterprise are house-building, school stores, restaurants, child care and car 
repair. 

105. In the 1960 to 1993 period, a disproportionate number of recipients of Nobel prizes were of 
American nationality or were working at American universities. More specifically, 25 Nobel 
laureates out of 54 recipients in chemistry were American or did their work at U.S. research 
institutions. For physics the equivalent number is 37 Nobel laureates out of a total of 
68 recipients and, for medicine, 46 laureates out of a total of 80 recipients. 

106. Technical colleges, which are less common than community colleges, focus more on 
vocational training. They usually offer two-year degree programmes leading to an associate 
(two-year) degree or a shorter “certificate’’ programme. 

107. The international comparative data used in this section relies heavily on OECD (1993/?). 

108. The achievement scores referred to in this statement are the National Assessment of 
Educational Progress as reported in National Center for Education Statistics (1992). 

109. These comparisons should be interpreted with caution, since they require “linking’’ (or 
establishing equivalences between) two sets of test results using a controversial methodol- 
ogy. The two tests are the National Assessment of Educational Progress (NAEP) which is a 
widely used achievement test in the United States and the International Assessment of 
Educational Progress (lAEP). Both of these tests are designed and administered by the 
Educational Testing Service, a private not-for-profit organisation that does much of the 
nation-wide educational testing in the United States. The two tests contained a significant 
number of overlapping questions and groups of students in the United States took both tests. 
The linking of the test results uses the information on scores from the group that took both 
tests to map lAEP results into equivalent NAEP results. See Pashley and Phillips (1993). 
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1 10. This and the other state data contained in this paragraph arc from Iowa Department of 
Education (1993). 

111. For example, being black, once other factors are accounted for, had no effo. • . test scores 
in the early grades, but became highly significant in the later grades. The coefi* .at on “per 
cent of Hispanic students” was always statistically significant and negative, regardless of 
grade level. This is shown in part to be correlated with English being a second language in 
the home and with migrant-farm- worker status, though the effects of these variables depend 
on the grade level under consideration. 

112. This figure can be more than 100 per cent because a large number of graduates in countries 
with apprenticeship programmes complete more than one secondary degree. 

113. The compulsory schooling age is 16 in most stales and 18 in a few. 

114. A General Equivalence Certificate can be earned by adults who do not have a high-school 
diploma. However, the labour market does not treat this certificate as a close substitute for a 
high-school diploma (see Chapter 111). 

115. Numerous studies have found that time spent watching television is negatively correlated 
with school performance (Bishop, 1994). In addition to watching television, high-school 
students seem to have ample lime for other activities: in 1991, 44 per cent of high-school 
seniors reported using illegal drugs at least once and 16 per cent reported having taken drugs 
within the last month (CBO, 1993 j). 

1 1 6. There are some sipns that U.S. students have increased the amount of time they spend 
studying in recent years. According to the NAEP data, the proportion of 13 (17) year-olds 
reporting they did more than one hour a day of homework rose from 40 (37) in 1983 to 71 
(66) per cent in 1990 (NCES, 1993a). In 1991 lAEP survey, 29 per cent of American 
13 year-olds said they were doing two or more hours of homework per day. The proportion 
doing more than two hours of homework was equally low in Canada and Portugal and was 
even lower in Scotland and Switzerland. 

1 17. These results are reported in Stem el ai (1994). Because of selection bias it is difficult to 
tell to what extent the observed relationship between work and grades reflects pre-existing 
differences among students. This study notes that teachers admit holding students who work 
outside to a easier grading standard than those who do not. Thus, the costs of work for 
academic achievement may be higher than grades indicate. 

118. In October 1992, only 21.2 per cent of 16 to 19 year-old black youth were employed, 
compared to 45.9 per cent of 16 to 19 year-old white youth (Osteiman and lannozzi, 1993). 

1 19. The use of entry testing for employees is uncommon in the United States because of the 
threat of litigation under anti-discrimination laws. Since different ethnic minorities exhibit 
large differences in achievement test scores, these tests could be used as a device for 
discriminating against minorities. The courts have ruled on the conditions under which such 
testing is allowable and have ruled that the test must be of demonstrable relevance to tasks 
performed on the job. In recent years, firms have been given increased flexibility to engage 
in such testing, but the threat of litigation is still very much present. 

120. Material for this section comes from Hcckcr (1992). This study uses a conservative defini- 
tion of the jobs that do not require a college degree. 
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12 L This latter explanation is not entirely satisfactory since national testing indicates that 
peiformancc was declining over the 1970s and improved slightly over the 1980s. 

122. These improvements may also be due in part to changes in private behaviour induced by 
large inef^es in the private returns to education. 

123. An example of an apparently successful innovation is the so-called “Career Academy”. 
These are special programmes established in a high school (called a school- wilhin-a-school 
and usually organised around a vocational theme such as health, finance or electronics) and 
designed to retain students who are viewed as being likely drop-outs. The first version of 
this programme was implemented in Philadelphia in 1969. The idea was brought to Califor- 
nia in 1981, when two trials programmes where initiated. These were replicated in about ten 
additional sites. A study of these replications (Stem et a/., 1989) estimated that the net 
benefit from drop-out prevention for a cohort of 327 students was between $ I million and 
$1.3 million. National networks have been formed to co-ordinate the implementation of 
such programmes in other states. “Charter schools” are another innovation that appears to 
be spreading. These are public schools that are created and mn independently of local 
school districts. Nine States have enacted legislation permitting such schools since 1991. 

124. As inducements for creating State-run systems, the bill includes provisions that would 
authorise development grants to support Stale efforts in designing school-to-work transition 
strategies, implementation grants for States ready to begin operation of their strategies and 
waivers of certain statutory and regulatory provisions in Federal job training and education 
programmes that may impede school-to-work transition efforts. 

125. The Clinton Administration has been attempting to increase the coverage of Head Start, the 
programme that provides pre-school services to needy children. 

126. This would improve the education system in several ways. First, it would reduce the adverse 
incentive effects arising from the various inter-governmental externalities identified earlier. 
For example, the Federal government (because it receives most income tax revenues) is the 
main public beneficiary of the income-enhancing investments in education made by State 
and local au^iiorities. Another example is the implicit human-capital subsidy paid by labour- 
exporting regions of the United States to labour-importing regions. Second, a greater role for 
Federal financing would allow for greater sharing of the burden of educating economically 
disadvantaged youth. As shown earlier, the incidence of such students is highly unequal 
among stales. 
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Annex / 

Econometric analysis of inflation risks 
I. Estimating potential GDP growth 

Inflation prospects in coming quarters will depend to a great extent on the level and 
growth rate of actual relative to potential output. Potential output growth is the sum of 
several components: growth of working-age population, trend growth of labour-force 
participation, shifts in the NAWRU (the “natural rate'*), trend growth of the workweek, 
and finally trend growth of productivity (output per hour). Each of these components is 
estimated below. 

Working-age population increased over the course of 1993 at a rate of about I.O per 
cent per year, according to the Bureau of Labcr Statistics. The historical revision in 
January 1994 shifted the level of the working-age population, but the redefinition is 
assumed not to affect the trend growth of working-age population for 1994-95. The 
1 .0 per cent rate of working-age population growth is assumed to continue for the near 
future. 

The trend increase in the participation rale of prime-age females is slowing (equa- 
tion 1), while participation rates for prime-age males (equation 2) and other workers 
(equation 3) continue to trend downward. Thus, the overall trend labour-force participa- 
tion rate is estimated to be rising only microscopically - less than 0.1 per cent per year. 
Over the past year, labour-force participation rates have actually declined, notably so 
since January. 

The workweek’s trend decline has slowed considerably since the 1980s (equation 4) 
- the estimated trend decline for 1993-94 (0.1 per cent per year) is so small that cyclical 
considerations dominate the recent data. 

Long-run average rates of unemployment for prime-age men. prime-age women and 
other workers rose until 1974 but have not shown much systematic trend movement since 
then. These rates are assumed not to change much over the next year or so. If the 
NAWRU does not change, then these trend estimates of population growth, participation 
and workweek imply trend growth of labour input (in hours) of about 1 per cent per 
annum. 

Hourly labour productivity has increased not quite 1 per cent per year, on average, 
since 1973. Over the past two years or so, measured productivity growth has been much 
more rapid, but most of that reflects cyclical factors, rather than trend gains. For produc- 
tion workers, there is little evidence of a pickup in trend growth of productivity. In 
contrast, productivity growth for all private non-farm workers (including supervise, v 
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workers) has been unusually strong since the end of 1989, even after allowing for cyclical 
effects. For non-farm business, annual trend productivity growth appears to have risen 
about 0.9 percentage points in the 1989-93 period to roughly 1.7 per cent per annum 
(equation 5), However, the sharp decline in productivity in the second quarter of 
1994 reduces the likelihood that the trend increase in productivity has been quite that 
dramatic. In any case, economy-wide, the corresponding figure for trend productivity 
growth is likely to be lower, since productivity growth for government workers is 
assumed by the Commerce Department to be 0. Overall trend productivity growth is 
probably in the range of 1.3 to 1.5 per cent. 

Labour supply growth of 1 per cent, combined with economy-wide trend productiv- 
ity growth of 1.3 to 1.5 per cent, would yield potential GDP growth of about 2.3 to 
2.5 per cent. Several uncertainties remain, however. It is unclear whether the unusual 
weakness of labour-force participation by white males in recent months represents a new 
trend, or whether female labour-force participation has reached a plateau. If so, trend 
labour supply and GDP growth would be correspondingly slower to increase. On the 
other hand, data revisions over the next few months may show even stronger productivity 
growth during the 1990s. and correspondingly faster growth in potential GDP. 

The equations which follow were used to generate long-run trend growth rates for 
labour input and overall potential GDP. Each long-run equation in this section is followed 
by a second-stage dynamic equation which aims to show that the dependent variable in 
each long-run equation appears to be trend-stationary, (Equations 1 to 4 use the simple 
Engle-Granger two-stage specification. But a more detailed second-stage equation was 
needed in testing equation 5; for productivity, the simple Engle-Granger second-stage 
specification is inappropriate because the “common-factor” restriction is violated.) 



3. Labour-force participation, non-prime-age workers 

PARTOTHER = .486 - .000000969 LINEARTREND**2 + error 3 
RBARSQ = .94, S.E.E. = .0(M1, Jan. 1980-Dec. 1993 
A(error 3) = -.527 A(error 3(-l)) -.278 A(error 3(-2)) -.129 error 3(-3) 



L Labour-force participation, prime-age (2S-S4 year old) females 

PARTF2654 = 1.013 - 124.4/(LINEARTREND + 241.0) + error 1 
RBARSQ=.99, S.E.E. = .0053 Jan. 1974-Dec. 1993 
A(error 1) = -.000102 -.283 A(error 1(-1)) -.079 error l(-2) 



(-0.8) (-4.5) 



(-3.0) 



2. Labour-force participation, prime-age {2S-S4 year old) males 

PARTM2654 = .948 - .0000683 LINEARTREND + error 2 
RBARSQ = .78, S.E.E. = .0025 Jan. 1974-Dec. 1993 



A(error 2) = -.000043 -.259 A(error 2(-l)) -.207 error 2(-2) 



(0.4) (-4.0) 



(-4.9) 
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(6.8) (3.4) (2.9) 

RBARSQ = .22, S.E.E. = .0021, Apr. 1980-Dec. 1993 

4, Hours per worker, non-farm business sector 

WORKWEEK = 38.57 - .749 LN(LINEARTREND) + .045 LN(TREND1082) 
+ error 4 

RBARSQ = .92, S.E.E. = .2056 Apr. 1973-Dec. 1993 
(TRENDI082 = LINEARTREND through 10/82, but = 1 thereafter) 

A(error 4) = .00328 - .529 A(error 4(-l)) - .199 error 4(-2) 

(0.4) (-8.8) (^.5) 



5. Output per hour, all workers, non-farm business sector 

LN(PRODUCTIVITY) = 7.878 + .002074 LINEARTREND + .001804 TREND89 
+ error 5 

RBARSQ = .93, S.E.E. = .0153, Q2 1973 to Q4 1993 
(TREND89 = 0 through Q3 1989, then I, 2, 3, etc.) 

A(LN(PRODUCTIVITY)) = .000366 + .494 A(LN(NONFARMOUTPUT)) 

(0.6) (11.5) 

-.180 A(LN(NONFARMOUTPUT(-l))) - .0574 
A(LN(NONFARMOUTPUT(-2))) 

(3.8) (1.3) 

+ .00271 D89Q30NWARD - .126 error 5(-3) 

(2.2) (3.8) 

RBARSQ = .67, S.E.E. = .0043, Q1 1974 to Q4 1993 

II. Evaluating indicators of future gro>vth of real wages and markups 

/. Changes in growth of employee compensation per hour (testing the implications 
for wage inflation of the prime-age male unemployment rate and the rate of long- 
run unemployment) 

WAGACC = .00437 - .094 WAGACC(-l) - .476 REALWAGEGROWTH(-l) 
(2.6) (0.9) (5.2) 

-.00156 UNRM2554(-2) + .00221 UNR15WKS(-2) 

(2.3) (1.7) 

RBARSQ = .32, S.E.E. = .0037, Q1 1974 to Q1 1994 
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2. The prime-age male unemployment rate dominates the Job vacancy rate 
as a predictor of wage acceleration: 

WAGACC = .00480 - .512 REALW AGEGROWTH(-l ; - .00146 U14RM2554(-2) 
(1.1) (5.8) (2.2) 

+ .00203 UNRI5WKS(-2) - .00000395 VACANCYRATE(-2) 

(1.4) (0.2) 

RBARSQ = .31, S.E.E. = .0037, Q1 1974 to Q1 1994 

3. The overall unemployment rate is a poor predictor of wage acceleration 
(in contrast to the prime-age male unemployment rate of equation 1 above) 

WAGACC = .00682 - .1 10 WAGACC(-1) - .428 REALWAGEGROWTH(-l) 

(1.6) (1.0) (4.2) 

-.00142 UNRTOTAL(-2) + .00185 UNR15WKS(-2) 

(1.3) (1.0) 

RBARSQ = .29, S.E.E. = .0038. Q1 1974 to Q1 1994 

4. Growth of the markup: business-sector deflator growth minus growth of labour 
compensation (this equation tests the explanatory power of manufacturing 
capacity utilisation) 

MARKUPGROWTH = -.0304 -.551 WAGACC - .362 WAGACC(-l) 

(3.2) (5.4) (3.6) 

+.000290 MANCAPUTIL(-l) + .00502 DUMQ2730NWARD 

(2.6) (4.6) 

P3ARSQ = .303, S.E.E. = .00463, Q1 1965 to Q1 1991 

5. Grj'.th of the markup (by comparison with equation 4, this equation shows that 
vendor perfonnance is as effective as capacity utilisation in explaining the price 
markup) 

MARKUPGROWTH = -.011 - .544 WAGACC - .352 WAGACC(-l) 

(5.0) (5.4) (3.5) 

+.0000985 VENDORPERF(-l) + .00407 DUM73Q20NWARD 

(2.7) (4.1) 

RBARSQ = .306, S.E.E. = .00462. Q1 1965 to Q1 1991 
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Annex ll 

Key features of the Health Security Act 



“Health alliances’’ 

Other than the elderly who will continue to receive their coverage through Medicare, 
most other Americans would, under the HSA, get their insurance from a so-called 
"health alliance*’. The role of alliances would be to negotiate ihe specifications of plans 
with insurers or even directly with groups of providers.’ to collect employer and house- 
hold premiums,- as well as government subsidies and then to redistribute them to individ- 
ual plans. Some alliances would be of a corporate form:' firms with over 5 000 employees 
are to be allowed to offer their workers coverage directly, albeit with a tax of I per cent 
of payroll to help cover the cost of insuring non-workers and of graduate medical 
education. Corporate alliances would be obligated to offer ai least three plans to their 
workers, of which one must be a traditional fee-for-service plan and two of another kind, 
such as a health-maintenance organisation (HMO). Otherwise, alliances are to be 
organised on a geographic basis. There would be only one alliance in a region in order to 
achieve economies of scale’' and mitigate problems of adverse selection at the cost of a 
lack of competition, a loss whose magnitude is difficult to assess. Alliance administrative 
costs are evaluated at 2.3 per cent of expenditure, with a permitted ceiling of 2.5 per cent. 
Regional alliances would be required to contract with all plans which meet ceaain 
standards and would have to keep average premiums below specified targets. States are to 
be allowed to opt out of the regional-alliance system in favour of a single-payer system, 
and several would be expected to do so. Eight others have already passed legislation 
establishing or allowing equivalent purchasing co-operatives,'' It should be noted that the 
system will generate differences in premium levels among regional alliances based on 
differences in costs as well as in risks, and the lack of uniformity across the States may 
make administration difficult for multi-state employers. 

Reforming insurance markets 

One of the principal objectives of the HSA is to reform insurance markets in order to 
eliminate all insurance-industry efforts at reducing adverse risk. These efforts are costly 
and constitute one of the main reasons for high administrative outlays. But some observ- 
ers are sceptical that it will be possible to eliminate all discriminatory factors in any 
system of competing insurance companies or providers (Aaron and Bosworth, 1994). The 
Administration expects these costs to drop by about V/: per cent of claims paid or 
S7 billion per year. Since plans would have to be open to all those wishing to enrol, the 
system would be tran.sformed from one based on "experience rating" (the estimated risk 
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of the individual) into one based on “community rating” (the average risk of the local 
population).^ Lewin-VHI, a respected firm of health-care consultants, has estimated that 
in 1998 alone community rating would shift over $37 billion in costs from the govern- 
ment to the private sector by forcing workers to help pay the higher costs of non- 
workers.’ Another market response to the adverse-selection problem which the HSA 
would remove at the same time is the exclusion of coverage for pre-existing conditions.® 
Finally, universal coverage will also overcome another current weakness of private 
insurance markets: at present, about 80 per cent of conventional policies have ceilings 
ranging from $250 (XX) to $1 million on lifetime payouts, thereby leaving major medical 
risks facing the patient. 

The employer mandate 

The HSA achieves its aim of universal coverage primarily through an employer 
mandate to pay for at least 80 per cent of the average cost of insurance in an alliance area, 
rather than a pure individual mandate or a single-payer type of national-insurance plan. 
(But it is not a pure employer mandate, since everyone is entii’cd to insurance, whether 
they work or not.) This has the advantage of building on the existing system of largely 
employer-provided insurance.^ But the risk is that, as with all employer mandates, as 
labour costs go up, the demand for labour, and, therefore, employment, will fall (see 
below). Recognising this risk, the HSA proposes that employer costs be capped at no 
more than 7,9 per cent of payroll and that employees share in the cost of the plan they 
choose. Federal subsidies or discounts would be provided to the working poor, to those 
retired people aged 55-64, to non- workers as well as to employers in order to enforce the 
cap. Smaller, lower-wage firms benefit from even lower caps, ranging down to 3.5 per 
cent of payroll for firms with fewer than 25 employees and an average annual wage of 
less than $12 (XX), Covering the amount above the cap for these firms is estimated by the 
Administration to cost $29 billion in the year 2(X)0 (Table Al). 



Table A.l. The Administration’s health-reform proposal: discounts in the year 2000 

$ billion 



Type 


Purpose 


Amount 


Employers 


To limit employer costs to a maximum of 7.9 per cent of payroll 


29 


Household 






Non-retirees 


To limit payments for low-wage employees and for time spent not 






working 


47 


Retirees 


To limit employer payments for low-income retirees 


7 


Early retirees 


To eliminate employer share of payments for those 55-64 years old 






beginning 1998 


5 


Other 


To help cover out-of-pocket expenses of certain poor families 


3 


Cushion 


To allow for behavioural effects 


13 


Total 




103 


Source: Council of Economic Advisers (1994). 
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The benefits package and cost-sharing 

In order to widen the appeal of the HSA, the Administration has proposed a broad 
set of standardised benefits, one that is probably as comprehensive as the average plan 
currently provided by a medium- to large-sized firm and, therefore, slightly more gener- 
ous than the average plan. Importantly, there is coverage for preventive care and long- 
term care (expected to cost $68 billion over five years) from the outset" By the year 
2001 the set is scheduled to expand to cover adult dental benefits and more complete 
coverage for mental illness and substance abuse. Since the plan includes a prescription- 
drug benefit. Medicare will be enhanced to include such a provision as well. 

In general, the individual is to be liable for the insurance premium above that which 
is borne by the employer; accordingly, at the margin, (s)he pays all additional costs of 
more expensive plans. Health plans are to be allowed to offer three options for patient 
cost-sharing: one fee-for-servicc and the other two similar to an HMO arrangement and a 
“preferred provider organisation” (PPO). In any case there would be a ceiling of $1 500 
($3 000 for a family) on all out-of-pocket expenses. Also, if the family’s income is less 
than $1 000 in 1994 prices, it has no financial obligation, as Federal subsidies will be 
provided. Up to 150 per cent of the poverty line (or about $23 000 for a family of 4 in 
1994) its share is the lesser of 20 per cent of the weighted average premium or 3.9 per 
cent of its income. Federal subsidies to households are estimated by the Administration to 
reach $59 billion in 2000, of which $12 billion would go to retirees. 

Cost containment and premium growth limits 

The Administration has recognised the fear that many Americans have that choice 
would be restricted under its reform proposal and has emphasised that individuals will 
continue to be able to choose their own doctor, if that is important to them, and they will 
have a choice of plan (which some do not currently have). Doctors will be able to join the 
plan or plans they wish or to remain in the traditional fee-for- service sector. Insurers 
would be expected to put pressure on providers to practise cost-conscious medicine and 
would compete on the basis of price rather than by cherry-picking. But whether frag- 
mented insurers will succeed in effectively containing costs is a difficult question. In 
other OECD countries the evidence is that monopsonistic purchasers are needed to hold 
down costs, especially in the hospital sector. 

However, consumers will have incentives to choose cheaper plans, as they are liable 
for the difference between the price of the plan they select and the employer contribution, 
and as from 2004 they will no longer get an income tax deduction nor a payroll tax 
exclusion for directly or indirectly purchasing supplementary coverage either for benefits 
beyond the guaranteed package or for out-of-pocket expenses. Yet by maintaining the tax 
break for premiums on the basic package the cost consciousness of consumers and the 
incentives for efficiency facing providers are weakened significantly. Nevertheless, the 
Administration expects consumers to shift toward cheaper, HMO-type plans; it cites the 
case of Minnesota where the State pays a fixed amount for health insurance for its 
workers and lets them choose the plan they wish: about one-quarter shifted from the 
highest-cost to the lowest-cost plan. Furthermore, once a year there will be an open 
period during which consumers may switch plans, based on an enhanced set of informa- 
tion on price and quality of different plans that will have to be made available. 
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Also, in the wake of a series of studies by the U.S. General Accounting Office 
(GAO) that show that U.S. name-brand prescription drug prices are much higher than 
those in Canada or the United Kingdom (GAO, 1994<?), the HSA includes a provision 
establishing a Breakthrough Drug Pricing Committee to determine the reasonableness of 
domestic prices based on those abroad and on costs. But others (for example, Danzon, 
1994) have disputed the GAO results, especially for its exclusion from consideration of 
generics, arguing that the appropriate way to deal with unaffordable out-of-pocket drug 
costs for the elderly is not to regulate drug prices, which will reduce global supply and 
harm U.S. pre-eminence in the field, but by recourse to managed drug-benefits 
programmes. 

In order to pay for the additional outlays (the Medicare drug benefit; the subsidies; 
and the long-term care benefit), the HSA includes, in addition to cost savings, a major 
increase in excise taxes on tobacco products,*^ expected to yield about $11 billion per 
year and the corporate alliance tax of 1 per cent of payroll (Table A2). But the biggest 
offset is found in reduced outlays for M^icaie and Medicaid - the details of which are 



Table A. 2 . Financing the Administration’s health-reform proposal 
S billion 



The year 2000 


Source 


Amount 


Use 


Amount 


Tobacco lax 


11 


Discounts: gross spending 


103 


Coqxjrate alliance assessment 


5 


less: Medicaid and other offsets 


-61 


Other revenue effects 


35 


Net 


42 


Medicare savings 


39 


Veterans, public health, new 




Medicaid savings 


27 


administration and other 


10 


Other Federal savings 


11 


Medicare drugs benefit 


17 


Induced reduction in debt service 


2 


Long-term care benefit 


20 






Tax deduction for self-employed 


3 


Total 


130 


Total 


92 


Change in deficit 






-38 


The years 1995-2000 


Tobacco tax 


67 


Discounts: gross spending 


327 


Corporate alliance assessment 


24 


less: Medicaid and other offsets 


-176 


Other revenue effects 


93 


Net 


151 


Medicare savings 


118 


Veterans, public health, new 




Medicaid savings 


61 


administration and other 


47 


Other Federal savings 


29 


Medicare drugs benefit 


69 


Induced reduction in debt service 


4 


Long-term care benefit 


62 






Tax deduction for self-employed 


9 


Total 


397 


Total 


338 


Change in deficit 






-59 


Source: Budget of the United States Government. Fiscal Year 1995. 



168 

ivo 



BEST COPY AVAILABLE 



summarised in CBO (1994^3) - and in increased income and payroll taxes resulting from 
the higher wages expected to be paid and the higher proiits earned following the reduc- 
tion in business health spending which is expected to mount quite rapidly after 1998. As 
mentioned above, any employer premiums beyond those paying for the standard benefits 
package will become subject to income and payroll taxation as from 2004. 

But, should the reform not generate the expected cost savings, a backstop system of 
ceilings on premiums would come into play on an alliance-specific basis. For the years up 
to 2000, premiums may not rise more than the rate of population increase plus the annual 
rate of overall CPI inflation plus a sliding number of percentage points (1.5 in 1996, 
1.0 in 1997, 0.5 in 1998 and 0 thereafter). By the year 2(X)0 premiums could be about 
18 per cent below the levels projected in the absence of the premium growth caps. In the 
next century premium growth would be limited to the rate of CPI inflation plus popula- 
tion growth plus the increase in real GDP per capita. Even if the reform generates 
substantial savings, if th.iy turn out to be largely of a one-off nature, these controls will 
eventually begin to bit'i. A National Health Boaid would monitor whether a weighted 
average bid price of all plans accepted by the individual alliances exceeded that alliance’s 
target. If an excess was found, then first voluntary cuts and finally mandatory, across-the- 
board cuts would be made.'^ The Federal financial exposure to alliances would also be 
capped through explicit ceilings in the years to 2000 and increases thereafter in line with 
those on premiums. But in the opinion of the CBO these caps would not be legally 
binding. 



The impact of the reform 

To estimate the impact of the HSA is an exceedingly complex task, primarily 
because the reform is not marginal but systemic and because many of the changes will 
interact with one another. Furthermore, the impact of the premium growth caps is highly 
uncertain and might not be politically sustainable. But, with the impetus given to man- 
aged care, administrative savings and the cost-containment effects flowing from the 
elimination of unnecessary care, with or without the discipline of the premium growth 
caps, the Administration believes that premium growth can be held to an average of about 
5 per cent per year in the five years to 2000 with the reform, compared to over 9 per cent 
in the baseline. For overall health spending the saving by the year 2(X)0 is estimated at 
Vi per cent of GDP compared with the baseline. The realisation of this ambitious goal is 
crucial in order to allow the government to pay the promised subsidies without putting 
upward pressure on the deficit. There is, therefore, a risk either that costs would not be 
cut to the degree required to maintain access and quality or that the savings will not come 
fast enough. But, in any case, health spending would still represent about 17 per cent of 
GDP in 2000 compared with 14.6 per cent in 1994 (Table A3). The CBO (19946) is less 
optimistic: it estimates that the HSA would boost spending in the phase-in period and 
thereafter generate far smaller savings than Administration estimates (Table A4). In its 
projections, savings would begin only in the year 2000 and would reach 7 per cent of 
baseline outlays by 2004 (Diagram Al). But the CBO has accepted that premium caps are 
an effective backstop mechanism in preventing spending overruns. 
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Tabic A, 3. The Administration’s health-reform proposal: impact of reform over time 





1995 


1996 


1997 


1998 


1999 


2000 


Health ej^pcndiiures as per cem of GDP 


Baseline 


15.0 


15.4 


15.9 


16.4 


16.9 


17.4 


With reform 


15.0 


15.6 


16.2 


16.7 


16.7 


16.9 


Business hcallh expenditures ($ billion) 


Baseline 


196 


215 


235 


256 


279 


303 


With reform 


197 


218 


236 


253 


265 


276 


New uses of Federal funds 


4 


24 


51 


79 


89 


92 


New sources of Federal funds 


15 


27 


45 


75 


107 


130 


Change in deficit 


-11 


-3 


7 


5 


-18 


-38 


MemoratiJum items: 

Business health expenditures (S billion) 
the Lcwin-VHl view 


Baseline 


200 


217 


2.-^5 


254 


274 


293 


With reform 


200 


231 


262 


283 


296 


309 



Source: Council of Economic Advisers (1994) and Lcwin-VHl (1994) 



As to the Federal finances, the Administration predicts that the HSA would cut the 
deficit by a cumulative $59 billio., .n the years to 2000, but the CBO foresees a rise of 
$74 billion over the same period. The differential impact on the Federal deficit is 
$48 billion (over '/> per cent of GDP) in 20(X) alone. The main reason for this gap is that 
CBO believes premiums would be higher than does the Administration: every percentage 
point difference in assumed premiums is worth about $3 billion in extra spending in 
2000. Some private-sector estimates go even further in this direction (Table A5). Another 
cost-increasing effect given greater weight by the CBO is that low- wage workers would 
tend to migrate to subsidised firms (and conversely high-wage workers would gain by 
moving to unsubsidised firms), and firms would hive off their low-wage activities in 
order to take fuller advantage of subsidy availability.'^ 

The impact on private employers is similar: initially, reform under the HSA would 
lift employer costs, as premium subsidies to households and employers net of the 
corporate alliance payroll tax plus savings on retiree coverage and on premiums for two- 
worker families would not be sufficient to match the additional cost of covering workers 
and their dependents who would otherwise be uncovered. The amount of the net shortfall 
has been estimated to be some $29 billion (1 1.4 per cent of baseline spending) in 1998,'’ 
At some point, however, if the spending caps hold, the reform woul(J begin to generate 
savings relative to baseline projections, and the cost increase could be reversed."* The 
overall results mask important industry- and firm-level considerations because of the 
adoption of community rating and the employer mandate: employers currently offering 
insurance are predicted to suffer increased costs only during the phase-in period, with 
substantial gains in the medium term, while those not otherwise providing insurance 
would be faced with significant permanent cost increases (an average of nearly 



172 



no 



Tabic A.4. CBO estimate of the budgetary impact of the Administration’s health proposal 

$ billion, fiscal year 





1995 


\<m 


1998 


2000 


2002 


2004 


Subsidies 


0 


9 


82 


108 


142 


173 


of which: 


To employers 


0 


5 


44 


58 


81 


102 


To families 


0 


6 


54 


70 


83 


95 


Slate maimcnance-of-effort payments* 


0 


-2 


-16 


-20 


-22 


-24 


Medicare 


0 


0 


-8 


-24 


-38 


-57 


of which: 


Programme savings 


0 


-7 


-19 


-37 


-54 


-77 


Drugs benefit 


0 


6 


16 


19 


23 


28 


Medicaid 


0 


-2 


-28 


-54 


-71 


-92 


of which: 


Discontinued coverage 


0 


-2 


-19 


-31 


-38 


-^8 


Premium limits and cuts to 


"disproportionate share" hospitals 


0 


_1 


-14 


-24 


-33 


-45 


Long-term care benefit 


0 


5 


12 


20 


37 


40 


Other 


0 


3 


-4 


-7 


-9 


-11 


Total outlays 


0 


15 


54 


43 


61 


53 


Induced income and payroll taxes 


0 


0 


4 


12 


22 


34 


Increased excise tax on tobacco 


11 


II 


11 


10 


10 


10 


Assessment on employers ^ 


0 


1 


5 


6 


1 


1 


Exclusion of health insurance from 


cafeteria plans ' 


0 


0 


2 


4 


6 


7 


Other 


0 


2 


1 


1 


1 


1 


Total revenues 


11 


14 


22 


33 


40 


53 


Deficit increase 


-10 


1 


32 


10 


22 


0 


Administration's estimate 


-11 


-3 


5 


-38 


n.a. 


n.a. 



1. Payments designed to ensure that states continue to pay their share of the costs of jointly* financed programmes. 

2. Tliosc forming corporate alliances and those providing subsidies to relirccs. 

y. Plans which currently allow employees, as part of their compensation package, to choose among a menu of fringe benefits 
up to an employe redefined ceiling. 

Source: Congressional Budget Office (1994i?). 



$2 000 per worker or about 5 per cent). The biggest cost increase would be faced by firms 
with 10-24 employees and those operating in the retail trade and sorhe primary sectors. 
Because they are larger and thus tend to offer health insurance to iheir employees already, 
companies producing tradeable goods are net beneficiaries, especially those in manufac- 
turing and mining. 
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Diagram A1 . IMPACT OF THE HEALTH SECURITY ACT ON HEALTH SPENDING 



Pnvate sector 
Federal government 



I n Health aliiarx:es 
F ~ _~1 Slate ar*0 local govemmenis 
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0 
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Source: Congressional Budget Office. 
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Table A.5. Estimates of the annual cost of the Administration’s proposed benefit package, 

1993 





Adminisiraiion ‘ 


Congressional 
Budget Office ^ 


Hewitt Associates 


Fosler Higgins 


Health InsuraiKe 
Association 
of America 




Dollars 


Index 


Dollars 


Index 


Dollars 


Index 


Dollars 


Index 


Dollars 


Index 


Single person 


1 768 


100 


1 935 


109 


2 200 


124 


2 250 


127 


2 110 


119 


Childless couple 


3 536 


100 


3 871 


109 


4 460 


126 


4 510 


128 


4 425 


125 


Single-parent famille 


3 562 


100 


3 774 


106 


4 200 


118 


5 350 


150 


4 200 


118 


Dual-parent family 


3 989 


100 


5 129 


129 


6 300 


158 


5 970 


150 


6 300 


158 



1 . 1994 data were reduced by an assuincd 8.5 per ccnl to approximate 1993 levels. 

2. CBO (1994) ifidicaics a total diffeicnce of 15 pour cent over administmion eslimaies without specifying figures for each 
categOi>>. it also claims these figures are viitually identical to those esiimirled by Lewin-VHl. experts in the held. 

Source: Secretariat calculation.*; based on data presented in O'Neill and O'Neill (19W) and CBO {\9^Ab). 



Employers facing initially higher non-wage labour costs will try to pass these costs 
either forward into higher prices or backward into lower compensation. Either way, real 
wages would decline until such time as business cost increases were reversed. To the 
extent that the pass-through is incomplete, labour demand would fall, especially for 
those whose wage rates are constrained at or near legislated minimum levels. To a lesser 
extent, the real- wage decline would also reduce labour supply, especially for married 
women. Second earners would also be worse off, since each worker would have to pay 
20 per cent of the cost of coverage for the entire family and each employer slightly more 
than half the 80 per cent employer share - an implicit marriage tax. Labour supply would 
probably also fall among those aged 55-64, as universal coverage will remove a cost of 
early retirement.^ Such early retirees could rise by around ‘A million (CBO, 1994A). But 
there would be some offsetting effect from increased participation among those currently 
on welfare and/or Medicaid who refrain from work in order to maintain health coverage; 
the implicit tax rate on those leaving welfare for employment should fall by up to 
10 percentage points (Council of Economic Advisers, 1994). In total, labour supply might 
be expected to drop anywhere from ‘A to 1 per cent, with a resulting reduction in potential 
(market) output of about two-thirds as much (CBO, 1994A). 

But the decline in employment, concentrated on low-wage workers, would probably 
be much smaller overall - the Administration believes less than per cent; indeed, 
recent research has shown that the introduction of national health insurance in Canada led 
to higher employment and wages (Gruber and Hanratty, 1993). This could be because 
labour mobility and, therefore, efficiency is improved by the elimination of job lock, and 
small firms would overcome their current cost disadvantage vis-a-vis health-insurance 
premiums. On the other hand, as mentioned above, reform would provide firms with an 
incentive to reorganise their operations to exploit the availability of subsidies as fully as 
possible, with potentially important transitional disruption costs and longer-term ineffi- 
ciencies. Overall, the CBO (1994A) believes that labour-market distortions would proba- 
bly increase somewhat, but such conclusions must be regarded as extremely tentative. 
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Notes 



1 . How aggressive the alliances should be in trying to hold down premiums is a controversial 
question. Another is how much authority is to be given to Stales to draw alliance boundaries: 
there will be pressure from low-cost areas* such as suburbs, to exclude high-cost zones, inner 
cities for example. Finally, plans are to be paid capitation payments to adjust for the risk 
composition of their members, but many (Aaron and Bosworth (1994), for example) are 
doubtful that any such system of risk adjustment can control for selection bias. 

2 . Within a decade the CBO (1994^>) expects such payments to reach over $700 billion per year, 
of which over $500 billion would emanate from non-Federal sources. 

3. The firm’s decision to join a regional alliance is irrevocable. CBO (1994^) estimates that 
ultimately only 1 1 per cent of eligible employees would be covered through corporate 
alliances. 

4. That such scale economies exist can be demonstrated by pointing to insurance-industry 
figures on administrative expenses a.s a share of claims paid: 5.5 per cent for groups of 
10 (X)0 or more, compared to up to 40 per cent for those of less than five. 

5. For example, the Health Insurance Plan of California, opened in 1993, has 2 3(X) small- 
business clients handled by just 70 employees. 

6. In theory, in order to deal with possible moral hazard problems, it would be preferable to 
apply experience rating to those risks over which the insured has some influence, but it is 
difficult to isolate these particular risks in practice. 

7. Lewin-VHl (1994) estimates that the annual premium in 1998 would be about $1 900 per 
capita for workers and their dependents, but double that for non-workers. Merging the two 
groups would, therefore, require a 14 per cent increase in worker premiums. 

8. Some 40 states have already limited insurers’ ability to raise rates following large claims, a 
significant step on the road to community rating. Around .30 have legalised “guaranteed 
issue”: the idea that insurers cannot discriminate against firms based on the composition of 
their staffs. 

9. In 1991, 55.6 per cent of all Americans were covered by employment-based insurance 
(Council of Economic Advisers, 1994). This represents 88 per cent of all private insurance. 
The mandate would apply to all dependent employees over 18 years old working at least 
10 hours per week, except full-time students under the age of 24. In 1992, this represented 
1 1 1 million workers, of whom 45 million were not insured directly by their employer: 
15 million were covered indirectly through a spousal plan, leaving 12 million with other 
private insurance and 18 million uninsured. 

10. The lower caps are to be phased out as the firm’s employment approaches 75 or the average 
annual wage reaches $24 000. The latter threshold is not indexed, implying that eventually all 
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firms would he subject only to the 7.9 per cent cap. No subsidies are to be provided to firms 
with 5 000 or more employees until 2003 and then only to those in regional alliances. 

1 1 . The current cost of providing nursing-home care averages about $37 000 per annum. The 
number of users is projected by unofficial sources (Wiener and Illston, 1994) to increase from 
2.2 million in 1993 to 3.6 million in 2018. Including home care, total spending on long-term 
care is expected to rise from $76 billion to $168 billion in 1993 prices. While there has been 
some significant expansion in private insurance for long-term care, coverage is expensive, 
mainly because the overwhelming majority of such policies are sold individually and, there- 
fore, subject to high administrative costs and adverse-selection problems. The HSA, there- 
fore, proposes to socialise this risk and to tilt the service delivery system toward care in the 
home in order to economise on costs. Currently only 18 per cent of paid long-term care is 
home-delivered, even though the vast majority of the disabled live at home; the implication is 
that they are being looked after free by their families. Coverage for long-term care will, 
therefore, bring into the labour market and output statistics all such economic activity which 
is presently uncompensated. Should long-term care be excluded from the standard benefits 
package, there is a risk that the long-term care sector could become an escape hatch for 
spending controls on acute care services (Wiener and lllston, 1994), but its inclusion may 
render overall spending control difficult. 

12. This sector is shrinking: there arc already some 50 million people covered by HMDs. In any 
case, it is likely that fee schedules would be instituted in this market: either maximum or 
actual prices would evenmally have to be dictated, either by the government or by insurance 
firms, because of the ceilings on premiums described below. 

13. But how much cheaper HMO plans will ultimately prove to be and, therefore, how much the 
reform can hope to save on costs remains an unanswered question. 

14. The rise for cigarettes is proposed to be $0.75 per pack (on top of the current level of $0.24). 

15. The cuts could be effected through pro rata assessments on each plan and its providers. It 
appears that the incentives to make voluntary cuts are minimal. The major unknown is 
whether insurers can control costs and simultaneously maintain adequate care. 

16. The incentives arc substantial: a full-time minimum-wage worker would see his 1998 wage 
jump 20 per cent if he switched from an unsubsidised firm to one whose payments were 
capped at Vh per cent and if all the savings were passed on to him. 

17. These figures, as well as those which follow, are taken from Lewin-VHI (1994). 

18. Lewin-VHI (1994) pegs the reversal point at 2002, but the Administration believes that 
savings would begin by 1998 and that already by 2000 the average firm would save $230 per 
worker in health-insurance premiums. CBO (1994b) estimates the saving to be worth about 
$20 billion per year. 

19. Recent empirical work has tended to find that upwards of 80 per cent of the cost of mandated 
benefits is shifted back onto labour in the form of lower real compensation. 

20. Employees of firms with retiree health coverage retire an average of two years earlier than 
others (Aaron and Bosworih, 1994). Gruber and Madrian (1993) found that mandatory 
“continuation of coverage” laws boosted early retirement rates by 20 per cent. 
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Annex /// 



Comparision of Health Reform Plans 



B.tl 



Hejith Security 
Aci 

(Adminisiradon 

plan) 



Sen ale 

leadership plan 



Republican 
leadership 
(Dole) plan 



Hou'^ 

leaderNhip plan 



Chalcc- Breaux 
plan 



Healih Seeuniy 

•\ti 

( AdminiMratiuii 
plant 



Co^rm|c 



Guarantees healih covera^LC (or all 
AnKTicans by 1998 



Ainrs to cover 95 per cent of 
Americans hy 2000 



Aims to give all Americans access 
lo insurance but ij» expected lo 
leave a significant ptvmon ol the 
working poor without coverage It 
will provide subsidies to help the 
poorest, uninsured Americans 
afford insurance. 



Aims lo cover all Americans by 
January I, 1999. by requinng 
businesses lo help pay for workers' 
insurance and by setting up a new 
govcmnKnt insurance programme 
called Medicare Pan C 

Aims to cover 95 per cent of all 
Americans by 2002. If this goal is 
not met. a commission will submit 
recommendations to Congress on 
expanding cuvcragc in areas that 
have not reached the target. Early 
csiimates suggest the plan will 
achieve 92 fx:r ccni coverage 
Requires employcrv to pay at least 
8(J per cent of ihc average health 
insurance plan m their areas for 
unmarried workers and an average 
of .55 per cent of the family plan, 
but no more lhan 7 9 per cent of 
payrolls (or companies with fewer 
than (X)0 workers Cempantev 
with 7S or fewer employees and 
average wages of S24 (XK) or less 
arc eligible for suhsidiev 



Rcncfiis 



Mandates a package of specific 
Ixmclits covering routine dvK'ior 
visits, hospitalisation and 
emergency services, preventive care 
and iitnit^ coverage for mental 
illnesses and substance abuse: 
prescription drugs: rebabi Illation 
services, hospice, home healih and 
extended nursing care services; and 
lab and diagnos tie services. 
Requires plans lo provide a 
comprehensive package from 
preventive care to home healih 
services and prescription drugs. 

The bill leaves the specific v;ope 
of coverage to be determined by a 
commission. 



Provides no standard package 
except for the very poo-. The plans 
covering families who receive 
subsidies have lo include 
comprehensive coverage, 
prevenlive care, menial health and 
substance abuse services and take 
special account of the needs of 
children and other vulnerable 
populations. 

Requires all insurance plans to 
cover doctor visits, hospital care, 
limited skillcdmursing care, 
laboratory services, preventive care, 
family planning including abonion. 
and limited mental healih and 
substance abuse coverage. 

Sets up a commission that will 
CNlablish a benefits package The 
package will include doctor visits, 
hospital care. prcvcntivc<arc 
benefits for high rssk populations, 
menial illness and substance abuse 
care, prescription .drug benefits and 
pregnancy care 

Raises the cuitciH 24<cnts-a-pack 
cigarette tax by 75 cents, to 
99 cents 

Imposes a I per cent payiotl tax on 
companies w iih 5 000 or more 
workers that do not |Oin health 
allianecv. 

Allows alliances to levy an 
addihonal 2 5 per cent asscvsnieni 
to help pay ihcir adnumstraiivc 
costs 



Atliance.v 



Requires that states sci up 
large consumer groups called 
■‘health alliances” lo collect 
premiums, bargain with 
health plans and handle 
paynacnl.s. All companies 
with 5 000 or fewer 
employees will have to buy 
coverage through an alliance 

Allows individuals and 
businesses of fewer than 
500 workers to set up groups 
to purchase insurance. If no 
alliances arc set up in a state, 
the Federal government will 
SCI one up through the 
Federal Employees Health 
Bcncfiis Program 
Allows but does not require 
businesses and individuals to 
form large pooix to purchase 
insurance 



Docs not require alliances, 
though they could be fornvd 
by groups of businesses and 
consumers. 



Does not require alliances, 
though they could be formed 
by groups of businesses and 
consumers. 



Limits the annual increase in 
the price of health insurance 
premiums after 2000 lo the 
rate of infialion. adjusted for 
population and other 
soCKJeconomic factors. That 
IS less than half the 10 per 
cent plus annual rate of 
growth in health care costs in 
recent years. Government 
costs will be controlled by a 
cap vin spending for 
subsidies 
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Comparision of Health Reform Plans (continued) 



V Bill 


Financing 


Taxes 


Cose ConuDls 


Senate 

leadership plan 

1 


Relics primarily on a 
combination of cuts in Medicare, 
a re-largeling of Federal and stale 
spending for Medicaid - the 
government's insumnee 
programme for the poor - and 
taxes to provide subsidies for 
low-income Americans. 

In addition, if mandated changes 
in insurance practices and other 
measures fail to boost coverage 
to 95 per cent by 2000. 
employers might have to help 
pay for workers' insurance in 
some stales. 


Imposes an array of new taxes - 
most are small, but among the 
larger ones arc a 1.75 per cent 
tax on health plan premiums and 
an excise tax on gun ammunition. 
It also raises premiums for high- 
income elderly people receiving 
health care through the existing 
Medicare programme. 


Controls private -sector costs 
primarily through a 25 per cent 
tax on the amount that a high 
cost plan’s premiums exceeds a 
target rate. Public-sector cost 
controls are achieved through 
reductions in the rate of increase 
in Medicare costs and a cap on 
the amount that can be spent 
annually on all govemment 
health care programmes including 
Medicare and Medicaid. 

However, the cost controls on 
Federal programmes can be sus- 
pended during a recession. 


Republican 
leadership 
(Dole) plan 


Contains no requirement that 
employers or individuals buy 
insurance. Individuals and 
businesses with two to 
50 workers will be able to buy 
into the Federal Employees 
Health Benefits Program. 


Does not increase any taxes, 
though the existing 25 per cent 
deduction for self-employed 
people rises to 1(X) per cent by 
2000. 


Includes no effort to control 
prices or costs. 


House 

leadership plan 


Requires employers to pay at 
least 80 per cent of their 
employees’ premiums, starting in 
1997 for companies with more 
than 100 workers and in 1999 for 
smaller firms. Businesses with 
fewer than 100 employees can 
enroll in a private plan or in a 
new government insurance 
programnne called Medicare 
Part C. If an employer chooses a 
private plan, its workers can buy 
coverage through a version of the 
Federal Employees Health 
Benefits Program. 


Increases the cigarette tax by 
45 cents to 69 cents a pack and 
adds a sales tax of 2 per cent to 
all insurance premiums. 


Controls costs of the new 
Medicare Part C. programme by 
limiting the amounts that doctors, 
hospitals and other providers can 
be reimbursed for services to 
patients. For the private sector, 
cost controls will not occur 
before 2000, when a commission 
will determine whether health 
spending in each state is 
exceeding a national growth 
target tied to GDP growth. If so. 
reimbursement limits similar to 
those used in Medicate will be 
applied to providers in the state. 


Chafee- Breaux 
plan 


Contains no rcquirenKnl that 
employers or individuals buy 
insurance but subsidises coverage 
for low-income Americans. If 
required changes in insurance 
practices fail to boost coverage 
sufficiently, a commission will 
recommend unspecified steps to 
offer insurance to employees and 
other mcasurcs. 


Increases the ability of self- 
employed people to claim 
deductions for health insurance 
costs. The plan limits the 
deductibility of insurance costs 
for businesses. The Chafcc- 
BreauK group is still considering 
how much to increase the 
tobacco lax. 


Limits the deductil»Iity of health 
insurance costs for employers and 
encourages marketplace 
competition through required 
changes in insurance practices. 
The plan makes big cuts in 
Medicare - $255 billion over 
10 years - and in Medicaid. If 
health insursmee spending is 
found to be adding to the Federal 
budget deficit, subsidies will be 
delayed for low-income people. 



Source Congressional Quarterly. 
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Annex IV 



Calendar of main economic events 
1993 



October 

The Commcxlities Futures Trading Commission approves regulations outlawing 
insider trading, implementing last year’s Futures Trading Practices Act. 

The Administration introduces a plan to streamline the banking system and uni- 
formly allow U.S. banks from all states to open branches outside their own states. 

The Administration follows up on the National Performance Review by sending to 
Congress a bill to streamline government (mainly via cuts in the Federal workforce) and a 
procurement reform bill. 

The United States rejects that part of the Uruguay Round services agreement which 
would have required equal tax treatment for domestic and foreign companies. 

The Administration submits its health care reform plan to Congress, a plan which 
would boost cigarette taxes, mandate employer contributions, and eventually cap the 
overall amount of subsidies provided by the government to lower-income families and 
businesses. 



November 

Congress approves the North American Free Trade Agreement, which the President 
signs in December. 

The Administration proposes to merge the supervisory duties of the four Federal 
bank regulators into a new Federal Banking Commission. 

Congress approves $18.3 billion in funding for the Resolution Tmst Coiporation to 
complete the bailout of U.S. thrift institutions. 



December 

For the first time, a state (Wisconsin) decides to withdraw from the Federal welfare 
programme (within five years, and substituting a state welfare plan). 
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1994 



January 



The North American Free Trade Agreement comes into force. 

An earthquake causes billions of dollars in damage to the state of California, and 
exceptionally Wgid winter weather slows economic activity over much of the country. 

The Administration decides to fully fund Federal highway programmes in the fiscal 
1995 budget and to increase recommended levels for other transportation programmes. 

Under pressure from the United States, Japan agrees to open large public works 
projects to foreign competitors. 



The Administration lifts the trade embargo against Vietnam, an embargo first 
imposed in 1964 against North Vietnam and extended to the whole country in 1975. 

The Federal Reserve’s Open Market Committee raises the Federal funds rate from 
3 to 3V4 per cent - the first increase in this rate since February 1989. 

The United States authorities are to publish within 30 days a list of proposed trade 
actions against Japan, for public comment, in retaliation for Japan's alleged failure to 
open up its domestic cellular telephone market per a 1989 agreement. 

The Federal Reserve Chairman’s semi-annual testimony before Congress confirms 
previous targets for money growth in 1994, but notes that attention will be paid to a broad 
spectrum of indicators in determining monetary policy. 



Voters in the state of Michigan agree to make funding for public school districts less 
discriminatory by changing its source: from April 1, the state will boost the state sales tax 
from 4 to 6 per cent, trebling the tobacco tax, and cutting local property taxes by one- 
third. 

The Federal Open Market Committee boosts the Federal funds rate from 374 to 
Vh per cent. 

The House of Representatives passes a telecommunications deregulation act which 
would allow regional telephone companies to offer long-distance, cable, and electronic 
publishing services - and allow cable television companies to compete in the telephone 
business. A similar draft is approved by the Senate Finance Committee in July 1994, but 
the bill fails to clear the Senate before the end of the session. 

The Administration sends its Re-employment Act of 1994 to Congress. It would 
consolidate and expand Federal Job-training programmes and overhaul the unemployment 
Insurance system. 



February 



March 
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April 



The United States joins other countries in signing the Uruguay Round trade liberal- 
isation agreement. 

The United States and the European Union agree to allow transatlantic bids on a 
nondiscriminatory basis on public procurenoent contracts in the electric utility sector and 
sub-central government entities. 

The Federal Open Market Committee raises the Federal funds rate from Vk to 
3^4 per cent. 

The Defense Department announces a plan to spend $587 million over the next five 
years (and eventually a total of $1 billion) to support the development of a domestic 
industiy to produce flat-panel display screens - an industry so far dominated by Japanese 
producers. 

Both houses of Congress approve versions of a bill permitting interstate branching, 
and allowing banks to merge separate units after 3 years into a unified system, subject to 
individual states’ legal requirements. 



On 4 May, 17 central banks, led by the Federal Reserve, intervene in support of the 
dollar. The Treasury Secretary states that “this Administration sees no advantage in an 
undervalued currency”. However, the dollar continues to slide - notably against the 
Japanese yen - for two more months. 

Congress passes a Federal budget resolution for fiscal 1995, with a target deficit of 
$175 billion (2.5 per cent of GDP). 

The Federal Open Market Committee raises the Federal funds rate from VU to 
4 'A per cent, and boosts the discount rate from 3 to Vh per cent. 

Major banks boost their prime lending rates to 7 'A per cent. 

President Clinton extends most-favoured-nation status to China for another year, 
without mention of human rights. 



Both houses of Congress pass versions of a bill to reform government procurement 
regulations, as recommended in the National Performance Review, 

Congressional conferees begin reconciliation of the House- and Senate-passed ver- 
sions of the ominbus crime bill, which would ban assault weapons and spend between 
$22 and $28 billion on crime prevention, new police officers, prison construction, etc. 

The U.S. Supreme Court rules that California’s earlier law allowing “unitary taxa- 
tion” of corporate profits did not violate the U.S. Constitution. 



May 



June 
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July 



Draft health care bills pass the committee stage and move to the floor of both houses 
of Congress. 

Federal Reserve Chairman Greenspan presents the semi-annual Humphrey-Hawkins 
testimony to Congress. He anticipates more moderate growth in the second half of 1994, 
but indicates that if inflation rates deteriorate or if GDP growth does not slow below rates 
of first-half 1994, additional increases in the Federal funds rate will be called for. He 
noted that growth of domestic non-financial debt in the first half of 1994 remained near 
the middle of the target band of 4-8 per cent. The Federal Reserve Board’s money growth 
projection bands for 1995 remain unchanged from 1994, at 1 to 5 per cent for M2, and 
0 to 4 per cent for Ml. The Board’s economic projections (fourth-quarter/fourth-quarter 
basis) were listed as: 

GDP 3 to VU per cent in 1994, and Th to IVa per cent in 1995 

CPI growth 2Va to 3 per cent in 1994, and 2Va to 3 'A per cent in 1995 

Unemployment rate 6 to 6‘A per cent in Q4 1994, and the same for Q4 1995. 

August 

Preliminary settlement reached with Canada regarding its wheat exports to the 
United Stales. 

The United States and Japan agree to modify their respective patent laws. 

The Federal Reserve’s Open Market Committee raises both die Federal funds and 
discount rates by ‘A point, to and 4 per cent, respectively. 

September 

Implementing legislation for the Uruguay Round trade agreement presented to 
Congress. 

A $30 billion crime bill was signed by ihe President. It boosts spending on prison 
construction, allows the hiring of 100 000 additional policemen, extends the number of 
crimes for which capital punishment may be imposed and bans certain kinds of weapons. 

Health-care refonn efforts abandoned for the year. Likewise, telecommunications 
regulatory reform fails to clear the Senate and is abandoned. 

Interstate banking and branching legislation is passed and signed. 
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STATISTICAL ANNEX AND STRUCTURAL INDICATORS 
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Table A. Selected background statistics 





Average 

1984-93 


1984 


1985 


1986 


1987 


1988 


1989 


1990 


1991 


1992 


1993 


A. Percentage change from previous year 
























at constant 1987 prices 
Private consumption 


2.8 


4.8 


4.4 


3.6 


2.8 


3.6 


1.9 


1.5 


-0.4 


2.7 


3.3 


Gross fixed capital formation 


3.2 


15.9 


5.0 


0.4 


-0.5 


4.2 


O.J 


-1.8 


-7.6 


5.5 


11.3 


Residential 


2.5 


14.4 


1.3 


12.0 


-0.4 


-U 


-A.k 


-9.2 


-12.9 


16.2 


8.2 


Non-rcsidenlial 


3.7 


16.5 


6.4 


-4.1 


-0.5 


6.6 


1./' 


1.2 


-5.7 


2.0 


12.5 


GDP 


2.8 


6.2 


3.2 


2.9 


3.1 


3.9 


2.5 


1.2 


-0.7 


2.3 


3.1 


GDP price deflator 


3.5 


4.5 


3.6 


2.7 


3.2 


3.9 


4.5 


4.3 


3.8 


2.8 


2.2 


Industrial production 


2.7 


9.4 


1.7 


0.9 


5.0 


4.4 


1.5 


0.0 


-1.9 


2.4 


4.1 


Employment 


1.7 


4.1 


2.0 


2.3 


2.6 


2.3 


2.0 


0.5 


-0.9 


0.6 


1.5 


Compensation of employees (current prices) 


6.4 


9.7 


7.0 


5.9 


6.9 


8.3 


6.1 


6.4 


3.3 


5.5 


5.3 


Productivity (GDP/empioyment) ' 


0.9 


1 8 


0.5 


1.2 


0.4 


0.8 


0.1 


-0.1 


0.3 


2.6 


1.4 


Unit labour costs (compensalion/GDP) 


3.6 


3.3 


3.7 


2.9 


3.7 


4.2 


3.5 


5.1 


3.9 


3.1 


2.1 


B. Percentage ratios 
























Gross fixed capital formation as per cent 
























of GDP at constant prices 


15.7 


16.6 


16.9 


16.5 


15.9 


16.0 


15.6 


15.1 


14.1 


14.5 


15.7 


Siockbu tiding as per cent of GDP 
at constant prices 

Foreign balance as per cent of GDP 


0.4 


1.6 


0.5 


0.2 


0.6 


0.4 


0.6 


0.1 


0.0 


0.0 


0.3 


at constant prices 

Compensation of employees as per cent 


-2.0 


-2.9 


-3.4 


-3.5 


-3.1 


-2.2 


-1.5 


-1.1 


-0.4 


-0.6 


-1.4 


of GDP at current prices 


59.3 


59.0 


59.0 


59.1 


59.4 


59.6 


59.0 


59.5 


59.5 


59.7 


59.6 


Direct taxes as per cent of household income 
Household saving as per cent of di.sposable 


12.0 


11.6 


12.0 


11.8 


12.5 


11.9 


12.5 


12.3 


11.8 


11.6 


11.7 


income 


5.3 


8.3 


6.6 


6.2 


4.5 


4.5 


4.1 


4.3 


5.1 


5.2 


4.6 


Unemployment as per cent of total labour force 


6.5 


7.5 


7.2 


7.0 


6.2 


5.5 


5.3 


5.5 


6.7 


7.4 


6.8 


C. Other indicator 
























Current balance (billion dollars) 


-104.6 


-99.8 


-126.4 


-151.2 


-167.1 


-128.2 


-102.8 


-91.7 


-6.9 


-67.9 


-103.9 



I. Ratio of business sector ODP to business sector employment. 

Sourres: U.S. Department of Commerce. Survey of Current Business, and OECD. 
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Table B. National product and expenditure 
Seasonaily adjusted, percentage changes from previous period, annual rates, 1987 prices 





Average 

1983-93 


1983 


1984 


1985 


1986 


1987 


1988 


1989 


1990 


1991 


1992 


1993 


Private consumption 


3.0 


4.6 


4.8 


4.4 


3.6 


2,8 


3.6 


1.9 


1.5 


-0.4 


2.8 


3.3 


Public expenditure 


2.3 


2.8 


3.1 


6.1 


5.2 


3.0 


0.6 


2,0 


3.1 


1.2 


-0.7 


-0.8 


Gross fixed investment 


3,6 


6.6 


15.9 


5.0 


0.4 


-0,5 


4.2 


0.1 


-1.8 


-7.6 


5.5 


11.3 


Residential 


5.9 


40.4 


14.4 


1.3 


12.0 


-0.4 


-1.1 


-3.8 


-9.2 


-12.9 


16.2 


8.2 


Non*residential 


3.1 


-3.0 


16.5 


6.4 


-4.1 


-0.5 


6.6 


1.7 


1.2 


-5.7 


2.0 


12.5 


Final domestic demand 


2,9 


4.6 


6.2 


4.8 


3.4 


2.3 


3.1 


1.7 


1.3 


-1.2 


2.5 


3.7 


Stockbuilding ' 


0.1 


0.6 


1.6 


-1.1 


-0.3 


0,4 


-0.1 


0.2 


-0.5 


-0.1 


0.1 


0.3 


Total domestic demand 


3.0 


5.2 


7.8 


3.6 


3.0 


2.7 


3.0 


1.8 


0.8 


-1.3 


2.5 


3.9 


Exports of goods and services 


6.8 


-3.6 


6.9 


1.2 


6.6 


10.5 


15.8 


11.9 


8.2 


6.3 


6.7 


4.1 


Imports of goods and services 


7,7 


12.5 


25.0 


6.3 


6.6 


4.6 


3.7 


3.8 


3.6 


-0.5 


8.7 


10.7 


Foreign balance ' 


-0.2 


-1.3 


-1.7 


-0.6 


-0.2 


0.3 


0.9 


0.6 


0.4 


0.7 


-0.3 


-0.8 


GDP 


2.9 


3.9 


6.2 


3.2 


2.9 


3.1 


3.9 


2.5 


1.2 


-0.6 


2.3 


3.1 




1993 levels 


1991 




1992 






1993 




1994 




MQQT 


























V IVo / 


























$ billions) 


Q4 


Q1 


Q2 


Q3 


Q4 


QI 


Q2 


Q3 


04 


QI 


Q2 


Private consumption 


3 458.7 


-0,5 


5.8 


1.7 


3.9 


5,6 


1.6 


2.6 


3.9 


4.0 


4.7 


1.3 


Public expenditure 


929.8 


-2,9 


1.5 


-3.0 


3.4 


0.9 


-5.9 


1.2 


1.1 


-0.1 


-4.9 


-1.2 


Gross fixed investment 


804.7 


-0.7 


6.4 


17.0 


3.8 


11.7 


12,3 


8.9 


11.4 


22.9 


10.6 


8.6 


Residential 


213.1 


15.6 


22,4 


22,7 


0,8 


23.8 


5.3 


-7,6 


9,4 


28,2 


10.0 


7.0 


Non*residential 


591.6 


-5.7 


-O.I 


15.0 


5.0 


7.5 


15,1 


15.6 


12.2 


21.1 


10.9 


9.2 


Final domestic demand 


5 193.1 


-1,1 


4.9 


2,8 


3.8 


5.6 


1.7 


3.3 


4.5 


6,0 


3,9 


2.0 


Stockbuilding ‘ 


15.3 


0.1 


-0,4 


0.2 


0,0 


0.0 


0.2 


0.0 


-0.1 


0.0 


0.3 


2.6 


Total domestic demand 


5 208.4 


-0.8 


3.2 


3.7 


3.9 


5.7 


2.7 


3.3 


4.0 


5.8 


5.0 


4.6 


Exports of goods and services 


602,5 


13.7 


6.1 


1.5 


5.3 


7.2 


-1.0 


7.7 


-3.2 


21.7 


-3.5 


16.6 


Imports of goods and services 


676.4 


5.4 


6,6 


13.0 


8.4 


6.5 


11,6 


14.9 


7.4 


16.0 


9.5 


18.9 


Foreign balance' 


-73.9 


0.2 


0.0 


-0.3 


-0.1 


0.0 


-0.4 


-0.2 


-0.3 


0,1 


-0.4 


-0,6 


GDP ' 


5 134.5 


0.1 


3.1 


2.4 


3.5 


5.7 


1.2 


2.4 


2.7 


6.3 


3.3 


4.1 



1. Changes as a percentage of previous period GDP. 

Source: U.S. Depinment of Commerce. Sttney of Current Business. 
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Table C. Labour market 

Seasonally adjusted 

























1993 




1994 




1985 


1986 


1987 


1988 


1989 


1990 


1991 


1992 


1993 














Q2 


Q3 


Q4 


Q1 


Q2 


1. Number of persons, millions 
Population of working age ^ 






























178.2 


180.6 


182.8 


184.6 


186.4 


188.0 


189.8 


191.6 


193.6 


193.3 


193.8 


194.3 


196.1 


196.5 


Civilian labour force* 


115.5 


117.8 


119.9 


121.7 


123.9 


124.8 


125.3 


127.0 


128.0 


127.9 


128.2 


128.7 


130.7 


130.6 


Unemployment ' 


8.3 


8.2 


7.4 


6.7 


6.5 


6.9 


8.4 


9.4 


8.7 


8.9 


8.6 


8.4 


8.6 


8.0 


Employment* 


107.2 


109.6 


112.4 


115.0 


117.3 


117.9 


116.9 


117.6 


119.3 


119.0 


119.5 


120.3 


122.1 


122.5 


Employment’ 


97.4 


99.3 


102.0 


105.2 


107.9 


109.4 


108.3 


108.6 


110.5 


110.3 


110.8 


111.4 


112.0 


113.0 


Federal government 


2.9 


2.9 


2.9 


3.0 


3.0 


3.1 


3.0 


3.0 


2.9 


2.9 


2.9 


2.9 


2.9 


2.9 


State and local 


13.5 


13.8 


14.1 


14.4 


14.8 


15.2 


15.4 


15.7 


15.9 


15.9 


15.9 


16.0 


16.0 


16.1 


Manufacturing 


19.2 


18.9 


19.0 


19.3 


19.4 


19.1 


18.4 


18.1 


18.0 


18.0 


18.0 


17.9 


18.0 


18.0 


Cr nstniction 


4.7 


4.8 


5.0 


5.1 


5.2 


5,1 


4,7 


4.5 


4.6 


4.6 


4.7 


4.7 


4.8 


4.9 


Other 


57.1 


58.9 


61.0 


63.4 


65.5 


66.9 


66.8 


67.4 


69.1 


, 68.8 


69.3 


69.8 


70.3 


71.0 


2. Percentage change from previous 
period (s.a.a.r.) 






























Population of working age* * 


1.0 


1.3 


1.2 


1.0 


1.0 


0.9 


0.9 


1.2 


1.5 


1.0 


1.1 


1.1 


1.1 


1.0 


Civilian labour force 


1.7 


2.1 


1.7 


1.5 


1.8 


0.8 


0.4 


1.3 


0.8 


1.7 


0.9 


1.7 


6.2 


-0.3 


Employment * 


2.0 


2.3 


2.6 


2.3 


2.0 


0.5 


-0.9 


0.6 


1.5 


2.0 


1.9 


2.6 


6.0 


1.5 


Employment’ 


3.1 


2.0 


2.6 


3.2 


2.6 


1.4 


-1.1 


0.3 


1.8 


2.0 


1.8 


2.2 


2.2 


3.7 


Federal government 


2.4 


0.8 


1.5 


0.9 


0.6 


3.3 


-3.8 


O.l 


-1.8 


-3.0 


-1.5 


0.2 


-2.1 


-2.6 


State and local government 


2.3 


2.0 


2.0 


2.5 


2.6 


2.9 


1.4 


1.5 


1.5 


1.7 


1.7 


1.2 


I.l 


2.6 


Manufacturing 


-0.6 


-1.5 


0.3 


1.7 


0.4 


-1.6 


-3.5 


-1.6 


-0.6 


-1.7 


-1.6 


-0.2 


0.7 


1.1 


Construction 


6.5 


3.1 


3.1 


2.8 


1.5 


-0.9 


-9.2 


-3.5 


3.3 


5.7 


3.6 


5.6 


3.5 


12.6 


Other 


4.5 


3.2 


3.6 


4.0 


3.4 


2.1 


-0.2 


0.8 


2.5 


3.0 


2.8 


2.9 


3.0 


4.3 


3. Unemployment rates 






























Total 


7.2 


7.0 


6.2 


5.5 


5.3 


5.5 


6.7 


7.4 


6.8 


7.0 


6.7 


6.5 


6.6 


6.2 


Married men 


4.3 


4.4 


3.9 


3.3 


3.0 


3.4 


4.4 


5.0 


4.4 


4.5 


4.4 


4.1 


4.2 


3.7 


Females 


7.4 


7.1 


6.2 


5.6 


5.4 


5.4 


6.3 


6.9 


6.5 


6.6 


6.4 


6,3 


6.5 


6.1 


Youths 


18.6 


18.3 


16.9 


15.3 


15.0 


15.5 


18.6 


20.0 


19.0 


19.8 


18.2 


18.3 


18.0 


18.4 


4. Activity rate^ 


60.1 


60.7 


61.5 


62.3 


62.9 


62.7 


61.6 


61.2 


61.2 


61.6 


61.7 


61.9 


62.3 


62.3 



1 . Household survey. Dala from (he household survey for 1994 arc not directly comparable (o data for 1993 and earlier years because of (he impIemcn(a(ion in January 1994 of a 
major redesign of the survey and the introduction of 1990 Census>bascd population controls, adjusted for the estimated undercounl. 

2. Non'institutional population aged 16 and over. 

3. Non*agricuIturai payroll. 

4. Employment as percentage of population aged from 16 to 64. 

Source: U.S. Department of Labor, Monthly Labor Review. 
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Table D. Costs and prices 
Percentage changes from previous period, s.a.a.r. 

























1993 




1994 




1985 


1986 


1987 


1988 


1989 


1990 


1991 


1992 


1993 
































Q2 


Q3 


Q4 


Q1 


Q2 


Rates of pay 






























Major wage scttlemenis ’ 


3.2 


2,3 


3.1 


2,6 


3.2 


3.5 


3.5 


3,0 


2.9 


3.6 


3.2 


2.8 


1.6 


3.2 


Hourly earnings index ^ 


3.0 


2.3 


2,5 


3.3 


4.0 


3.7 


3.1 


2.5 


2,4 


2.1 


2,1 


3.2 


3,1 


1.8 


Wages and salaries per person 


4,6 


4.1 


4.6 


4,8 


3,4 


4.7 


3,4 


5.6 


1,7 


}.3.5 


2.1 


1.6 


1.7 


4,7 


Compensation per person 


4.9 


3,6 


4.2 


5,9 


4.0 


5.8 


4.2 


4.8 


3.8 


3.2 


2.4 


2,1 


1.8 


4.6 


Productivity, non-farm business 






























Hourly 


0,8 


2,0 


0,8 


1.0 


“0,9 


0.4 


1.5 


2,7 


1,6 


0.5 


4.1 


4.9 


2,8 


“2.7 


Per employee 


0.1 


0,9 


1.4 


1,2 


“0.6 


“0.2 


1.0 


2.6 


2.2 


2.7 


3.1 


5,2 


2.7 


“0.9 


Unit labour cost, non-farm business 


3,3 


2,9 


2.6 


3.3 


4,3 


5,1 


3.5 


2.4 


1.7 


2.0 


“1,2 


-2,4 


3,1 


3.5 


Prices 






























GDP deflator 


3,6 


2,7 


3,2 


3,9 


4.5 


4.3 


3.9 


2.9 


2.5 


1.7 


1,1 


1.3 


2.7 


3.0 


Private consumption deflator 


3.9 


3.1 


4,2 


4.2 


4,9 


5.1 


4,3 


3.3 


2,7 


2,3 


1.1 


2,3 


1,4 


3,3 


Consumer price index 


3.5 


1.9 


3,7 


4.1 


4,8 


5,4 


4.2 


3.0 


3,0 


3.1 


1.6 


2.8 


2.6 


2.6 


Food 


2.3 


3.2 


4.2 


4.1 


5,8 


5.8 


2.9 


1.2 


2.1 


3.2 


1.4 


4.5 


0.5 


1,6 


Wholesale prices 




“2,9 


2.6 


4,0 


5,0 


3.6 


0.2 


0.6 


1,5 


3.9 


-2.1 


0.1 


1.6 


2,3 


Crude products 


“7.5 


-8.4 


6.7 


2.5 


7.4 


5.7 


-7.0 


“0.8 


2.0 


12.6 


“13.8 


3.9 


4.1 


2.9 


Intcrm^iate products 


-^.4 


-3,5 


2.4 


5.5 


4,6 


2.2 


“0.0 


0,2 


1.4 


2.8 


0.9 


“1.3 


0.8 


2.9 


Finished products 


0.9 


“1.4 


2,1 


2,5 


5,1 


4,9 


2.1 


1.2 


1.2 


3.7 


-3,7 


“0.1 


t.l 


1,7 



1. Total effective wage adjustment in all industries under cotlccuvc agreements in nonTarm industry covering at least I 000 workers, not seasonally adjusted. 

2. Production or non -supervisory workers on private non -agricultural payrolls. 

Source: U.S. Department of Labor, Bureau of Labor Statistics. Monthly Labor Review; U.S. Department of Commerce, Survey of Current Business. 
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Table E. Monetary indicators 





198.’; 


1986 


19H7 


1988 


1989 


1990 


1991 


19C2 


1993 


Q2 


Q3 


QA 


Q1 


Ql 


Monetary aggregates (percentage 
change.s from previous period 
s.a.a.r) 

Ml 


9.0 


13.5 


11.6 


4.3 


1.0 


3.6 


6.0 


12.4 


11.6 


11.1 


12.6 


9.7 


6.1 


1.9 


M2 


8.9 


8.3 


6.6 


5.2 


3.9 


5.3 


3.2 


2.1 


1.1 


2.2 


2.5 


2.4 


1.9 


1.8 


M3 


9.0 


8.2 


6.8 


6.3 


4.5 


2.6 


1.7 


0.6 


-0.1 


2.1 


1.1 


2.6 


0.2 


0.4 


Velocity of circulation 






























GDP/Ml 


6.9 


6.4 


6.1 


6.3 


6.7 


6.8 


6.7 


6.2 


5.9 


5.9 


5.8 


5.8 


5.8 


5.8 


GDP/M2 


1.6 


1,6 


1.6 


1.6 


1.7 


1.7 


1.7 


1.7 


1.8 


1.8 


1.8 


1.8 


1.8 


1.9 


GDP/M3 


1.3 


1,3 


1.3 


1.3 


1.3 


1.4 


1.4 


1.4 


1.5 


1.5 


1.5 


1.5 


1.6 


1.6 


Federal Reserve Bank rc.scrve.s 
(S billion) 

N on-borrowed 


27.8 


.33,6 


38.6 


37.8 


38,7 


39.9 


42.7 


50.0 


57,2 


56.2 


57.8 


60.0 


60.6 


59.8 


Borrowed 


1.3 


08 


0.8 


2.4 


1.1 


0.9 


0.4 


0.2 


0.2 


0.1 


0.3 


0.2 


O.l 


0.2 


Total 


29.1 


34.5 


39.4 


40.1 


39.8 


40,9 


43.1 


50.2 


57.4 


56.4 


58.1 


60.2 


60.7 


60.0 


Required 


28.3 


33.5 


38.4 


39.1 


38.9 


39.9 


41.9 


49.1 


56.3 


55.4 


57.1 


59.1 


59.5 


58.9 


Excess 


0.8 


0,9 


1.0 


1.0 


1.0 


1.0 


1.2 


1.1 


1.1 


1.0 


1.0 


1.1 


1.2 


1.1 


Free (excess ~ borrowed) 


-0.5 


0.1 


0.3 


-1.3 


-0.2 


0.0 


0.8 


0.9 


09 


0.9 


0.7 


0.9 


1.1 


0.9 


Interest rates (%) 






























Federal I'unds rate 


8.1 


6.8 


6.7 


76 


9.2 


8.1 


5.7 


3.5 


3.0 


3.0 


3.1 


3.0 


3.2 


3.9 


Discount rate' 


7.7 


6.3 


5.7 


6.2 


7.0 


7.0 


5.4 


3.3 


3.0 


3.0 


3.0 


3.0 


3.0 


3.3 


Prime rate’ 


9.9 


8.3 


8.2 


9.3 


10.9 


lo.a 


H.5 


6.3 


6.0 


6.0 


6.0 


60 


6.0 


6.9 


3’monlh Treasury Bills 


7.5 


60 


5.8 


6.7 


8.1 


7.5 


5.4 


3,4 


3.0 


3.0 


3.0 


3.1 


3.2 


4.0 


AAA rale ' 


11.4 


9.0 


9.4 


9.7 


9.3 


9.3 


8.8 


8.1 


7.2 


7.4 


6.9 


6.8 


7.2 


7.9 


10-year Treasury Notes 


10.6 


7.7 


8.4 


8.8 


8.5 


8.6 


7.9 


7.0 


5.9 


6.0 


5.6 


5.6 


6.1 


7.1 



1. R;ilc lor Pcdcral RcNcrvc Bank ol New York 

2. Prin>e rule on ^ho^t-lC^n^ busIllc^^ loans. 

y Corporate Bonds. AAA rating group, quoted by Moody’s lnvcsior> Services. 

Souris: Board of the Governors of Ihe Federal Reserve System, Federal Fexene DuUetin. 
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Table F. Balance of 
Millions 





1980 


1981 


1982 


1983 


1984 


Ejcports. fob' 


224 250 


237 044 


211 157 


201 799 


219 926 


Imports, fob' 


249 750 


265 067 


247 642 


268 901 


332 418 


Trade balance 


-25 500 


-28 023 


-36 485 


-67 102 


-1 12 492 


Services, nei^ 


36 166 


44 755 


42 118 


40 384 


33 330 


Balance on goods and services 


10 666 


16 732 


5 633 


-26 718 


-79 162 


Private transfers, net 


-1 044 


-4 516 


-8 738 


-9 066 


-9 756 


Official transfers, net 


-7 304 


-7 186 


-8 338 


-8 676 


-10 853 


Current balance 


2 317 


5 030 


-11 443 


-44 460 


-99 771 


U.S. assets abroad other than official reserves 


-78 813 


-108 972 


-117 370 


-57 539 


-31 787 


U.S. private assets, net ^ 


-73 651 


-103 875 


-III 239 


-52 533 


-26 298 


Reported by U.S. banks 


-46 838 


-84 175 


-1 1 1 070 


-29 928 


-11 127 


U.S. government assets^ 


-5 162 


-5 097 


-6 131 


-5 006 


-5 489 



Foreign assets in the United States 
Liabilities to foreign official monetary 



agencies^ 


15 497 


4 960 


3 .593 


5 845 


3 140 


Other liabilities to foreign monetary agencies* 


42 615 


78 072 


88 826 


77 534 


110 792 


Reported by U.S. banks 


10 743 


42 128 


65 63.3 


50 342 


33 849 


Allocation of SDK's 


1 150 


1 090 


- 


- 


- 


Errors and omissions 


25 386 


24 992 


41 359 


19 815 


20 758 


Change in reserves (+ = Increase) 


8 155 


5 175 


4 965 


1 196 


3 131 


a) Gold 


- 


- 


- 


- 


- 


h) Currency assets 


6 471 


861 


1 040 


-3 305 


1 156 


c} Reserve position in IMF 


1 667 


2 492 


2 552 


4 435 


995 


d) Special drawing rights 


16 


1 823 


1 .372 


65 


979 



1. Excluding ini] [(ary good.>;. 

2. Services include reinvested earnings of incorporated affiliates. 

3. Including: Dircci investroeni financed by reinvested earnings of incorporated afliliaics: foreign 'u:curiiics; U.S. claims on unaffiliated 
foreigners reported by U.S. nonbanl ing concerns; and U.S. claims reported by U.S. banks, not included elsewhere. 

4. Including: U.S. credits and other long-term assets; repayments on U.S. credits and other long-ierm assets. U.S. foreign currency 
holdings and U.S. short-term assets, net. 



M mi 






payments, OECD basis 

of dollars 



1985 


1986 


1987 


1988 


1989 


1990 


1991 


1992 


1993 


215 915 


223 344 


250 208 


320 230 


362 M6 


389 303 


416 91.3 


440 361 


456 866 


338 Of 8 


368 425 


409 765 


447 189 


477 365 


498 336 


490 981 


536 458 


589 441 


-122 173 


-145 081 


-159 557 


-126 959 


-115 249 


-109 033 


-74 068 


-96 097 


-132 575 


19 751 


18 055 


15 513 


23 742 


38 563 


. 50 948 


60 429 


60 253 


60 796 


-102 422 


-127 C26 


-144 044 


-103 217 


-76 686 


-58 085 


-13 639 


-35 844 


-71 779 


' -9 545 


-10 112 


-!0 544 


-II 958 


-12 700 


-13 043 


-13 811 


-13 297 


-13 712 


-13 406 


-14 064 


-12 508 


-13 019 


~13 434 


-20 619 


20 498 


-18 745 


-18 405 


-125 373 


-151 202 


-167 096 


-128 194 


-102 820 


-91 747 


-6 952 


-67 886 


-10' S% 


-35 368 


-105 131 


-80 591 


-95 447 


-143 451 


-68 205 


-57 275 


-65 411 


-146 319 


-32 547 


-103 109 


-81 597 


-98 414 


-144 710 


-70 512 


-60 175 


-63 759 


-146 213 


-i 323 


-59 975 


-42 119 


53 927 


58 160 


16 027 


4 763 


22 314 


32 238 


-2 821 


-2 022 


1 006 


2 967 


1 259 


2 307 


2 900 


-1 652 


-306 



-I 119 


35 648 


45 387 


39 758 


8 503 


33 910 


17 199 


40 858 


71 681 


142 301 


190 463 


197 596 


200 507 


209 987 


88 282 


80 935 


105 646 


159 017 


41 045 


76 737 


86 537 


63 744 


51 780 


-3 824 


3 994 


15 461 


18 452 


23 415 


29 908 


-4 443 


-12 712 


53 075 


39 919 


-39 670 


-17 108 


21 096 


3 858 


-312 


-9 149 


3 912 


25 293 


2 158 


-5 763 


-3 901 


I 379 


3 869 


942 


-7 589 


5 065 


25 229 


2 697 


-6 307 


-4 277 


797 


-909 


-1 501 


-2 070 


-I 024 


-471 


-731 


367 


2 692 


44 


897 


246 


509 


-127 


535 


192 


177 


-2 316 


537 



5. Including: U.S. Govemmcnl sccurilies and other U S. Govemmem liabiUlics. U.S. Iiabilincs reponed by U.S. banks noi 
included elsewhere and other foreign official assets. 

6. Including direct investmenl; U.S. Treasury securities; other U.S. securities; U.S. liabilities to unuHiltated foreigners reported b> 
U.S. non-banking concerns; U.S. liabilities reponed b> U.S. banks not included etsewlicrc. 

Source: U.S. Department of Commerce^ Sun'cv of Curmti Business 
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Table G. Public sector 





I960 


1970 


1980 


1990 


1991 


1992 


1993 


Budget indicaiofs: 

General government accounts {^c GDP) 
Current receipts 


27.7 


29.7 


30.5 


30.8 


30.7 


30.6 


30.9 


Non-interest expenditures 


25.0 


29.6 


30.6 


3L2 


31.8 


32.9 


325 


Primary budget balance 


2,0 


O.l 


-0.1 


-0.4 


-3.4 


-4.5 


-1.6 


Net interest 


-1.3 


-1.2 


-1.2 


-2.! 


0.0 


0.0 


-2.0 


General government budget balance 


0.7 


-1.1 


-1.3 


-2.5 


-3.4 


^.5 


-3.5 


of which: 
















Central government 


0.7 


-1.3 


-2.2 


-2.9 


-3.6 


"4.6 


-3.6 


Excluding Social security ‘ 






-2.2 


^.0 


-4.5 


-5.4 


^.3 


. The structure of expenditure and taxation 
(% GDP) 

Government expenditure 
















Transfers 


5.7 


8.3 


11.7 


12.3 


12.6 


14.1 


14.2 


Subsidies 


-0.! 


0.3 


0.2 


0.1 


0.0 


0.0 


O.l 







United Slaic> 




OECD Average 




1990 


1991 


1992 


1990 


1991 


1992 


Tax receipts {% GDP) 














income tax 


10.5 


10.3 


10.1 


11.5 


11.5 


11.5 


Social security tax 


8.7 


8.8 


8.8 


9.4 


9.8 


9.9 


Consumption tax 


4.2 


4.3 


4.4 


10.9 


M.O 


11.2 



C. Tax rales (%) 

Top rate 
Lower rate 

Social sccuriiy tax rate 
Employer 
Employee 



39.6 

15.0 



7.15 

7.15 



I960 1970 1980 1990 1991 1992 1993 



D. Government debi GDP) 

General government gross debt 60.3 45.4 M.l 55.4 58.9 62.0 63.9 

Ncidebi 46.6 28.5 18.8 32.6 34.2 37.4 39.3 



1 OECD esii males derived from fiscal year otT budget items < primarily rciircnKm pension balance). convtMied to a calendar 
year basis. 

Sintrc€- Economic Report of the President. February 1994; Department of Treasury. Office of Tas Analysis; Revenue Stdtisiivs 
of OECD Menthcr Cinaitncs. 1965^1993. OECD. 1994. and OECD cak ulaiions. 








Table H. Financial markets 





1970 


1975 


1980 


1989 


1990 


1991 


1992 


1993 


A. Financial and corporate flows 

Share of private financial inslitulions' financial assets 
in national net assets (%) ’ 


47.8 


43.2 


39.9 


66.3 


68.1 


74.6 


80.7 


86.6 


Market value of equities including corporate farm 
equities (billions of dollars)' 


0.631 


0.635 


1.256 


3.173 


3.011 


4. ‘26 


4.609 


5.127 


Debt-to-equity ratio in non-financial corporate 
business excluding farms (%)' 


56.5 


87.6 


70.5 


74.6 


82.0 


59.5 


54.2 


49.6 


Ratio of market value to net worth ' 


77.8 


39.0 


41.3 


76.1 


73.3 


106.8 


126.4 


135.6 


B. Foreign sector (billions of dollars) 
Net foreign assets outstanding '■ ^ 


68.7 


81.4 


278.6 


-244.8 


-266.9 


-346.0 


-472.5 


-632.6 


Changes in iict foreign investment^ 


3.0 


24.0 


25.7 


-49.8 


-51.8 


-46.6 


-85.0 


-82.8 


of which net financial investment of: 
Private sector 


17.1 


93.3 


81.2 


186.5 


202.3 


270.7 


306.9 


177.3 


Public sector 


-22.3 


-80.1 


-63.7 


-224.4 


-217.6 


-306.3 


-389.1 


-326.7 


Foreign purchases of U.S. corporate equities^ 


0.7 


3.1 


4.2 


9.0 


-16.0 


10.4 


-5.8 


20.6 


U.S. purchases of foreign equities^ 


1.1 


-0.9 


2.4 


17.2 


7.4 


30.7 


30.7 


60.6 


C. Net worth (billions of dollars) ' 
Total, all sectors 


3.070 


5.558 


10.666 


18.285 


18.323 


18.459 


18.500 


19.044 


Private, consolidated 


3.488 


6.203 


11.689 


20.680 


20.941 


21.321 


21.592 


22.325 


Household 


3.349 


5.109 


9.666 


19.041 


19.059 


20.900 


21.879 


23.027 


Total owner-occupied real estate 


0.867 


1.572 


3.289 


6.059 


5.979 


6.016 


6484 


6.709 


Home mortgages as a per cent of owner-occupied 
real estate 


31.5 


27.9 


27.5 


37.2 


40.8 


40.3 


41.6 


42.4 


D. Debt to net worth ratios, private sector (%)* 
Household 


13.5 


14.3 


14.4 


17.8 


19.0 


18.1 


18.3 


18.6 


Non-farm non-corporalc business 


38.3 


46.5 


42.5 


61.6 


64.5 


65.5 


64.8 


63.3 


Farm business 


18.3 


16.8 


17.6 


17.1 


16.9 


17.0 


16.8 


16.5 


Non-financial corporate business excluding farms 


44.0 


34.2 


29.1 


56.7 


60.1 


63.7 


68.6 


67.3 


Private financial institutions 


65.2 


73.9 


77.3 


114.1 


114.7 


108.5 


109.6 


108.4 



1. Dm ire yeir-end outstindings. 

2. Data are annual flows. 

3. Net foreign assets exclude U.S. holdings of foreign equities and foreign holdings of U.S. equities. 

4. Debt is credit market debt. 

Source: Board of Governors of the Federal Reserve System, Balance Sheas for the U.S, Economy, 1945-93, 
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Table J. Labour market indicators 





Peak 


Trough 


1989 


1990 


1991 


1992 


1993 


A. Evolution 
















Standardised unemployment rate 
Unemployment rate 


1982: 9.6 


1969:3.4 


5.2 


5.4 


6.7 


7.3 


6.7 


Total 


1982: 9.5 


1969:3.4 


5.2 


5.4 


6.6 


7.3 


6.7 


Male 


1983: 9.7 


1969:2.7 


5.1 


5.5 


6.9 


7.6 


7.0 


Female 


1982: 9.4 


1969:4.7 


5.5 


5.4 


6.3 


6.9 


6.5 


Youth' 


1982:17.0 


1969:7.4 


10.9 


11.1 


13.4 


14.2 


13.3 


Share of long-term uncmplovmcnt^ 
Productivity index, 1987 = 100’ 


1983:13.4 


1969:1.9 


5.8 

102.1 


5.6 

102.9 


6.3 

103.0 


11.2 

105.0 


11.7 

106.6 




1970 


1980 


1989 


1990 


1991 


1992 


1993 



B. Structural or institutional characteristics 
Participation rate"* 



Global 


60.4 


63.8 


66.5 


66.4 


66.0 


66.3 


66.1 


Male 


79.7 


77.4 


76.4 


76.1 


75.6 


75.6 


75.2 


Female 


43.3 


51.5 


57.4 


57.5 


57.3 


57.8 


57.6 


Employment/population between 16 and 64 years 
Employment bj sector 


57.4 


59.2 


62.9 


62.7 


61.6 


61.2 


61.2 


Agriculture - per cent of total 


4.5 


3.6 


2.9 


2.8 


2.9 


2.9 


2.7 


per cent change 


-3.6 


0.6 


1.4 


-0.5 


1.0 


-0.3 


3.5 


Industry - per cent of total 


34.3 


30.5 


26.7 


26.2 


25.3 


24.6 


24.0 


per cent change 


-1.8 


-1.9 


1.1 


-1.2 


-4.3 


-2.1 


-0.9 


Services - per cent of total 


61.1 


65.9 


70.5 


71.0 


71.8 


72.5 


73.2 


per cent change 

of which: 


3.0 


1.7 


2.4 


1.2 


0.3 


1.6 


2.4 


Government - per cent of total 


0.2 


0.2 


0.2 


0.2 


0.2 


0.2 


0.2 


per cent change 


3.0 


1.8 


2.3 


2.9 


0.5 


1.3 


1.0 


Voluntary part-time work* 


13.9 


14.2 


14.1 


13.7 


13.7 


13.4 


13.4 


Social insurance as a per cent of compensation 


10.8 


16.3 


16.6 


16.8 


17.3 


17.0 


18.3 


Government unemployment insurance benefits 


12.3 


12.6 


8.3 


9.9 


10.9 


13.7 


12.3 


Minimum wage: as a percentage of average wage’ 


49.6 


46.6 


34.7 


36.8 


40.1 


40.2 


39.2 



1. People between 16 and 24 yean as a percenttge of the labour force of the same age group. 

2. People looking for a job since one year or more as a percentage of total unemployment 

3. Production as a percentage of employment. 

4. Labour force as a percemage of ttie corresponding population aged between 16 and 64 years. 

5. As a percentage of salary workers. 

6. Value of the unemployment benefits per unemployed divided by the compensation per employee. 

7. Private non^agricultural sector. 

Source: U.S. Department of Labor, Bureau of Labor Statistics. Data Resources Incorporaied, Md OECD. 
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BASIC STATISTICS: 
INTERNATIONAL COMPARISONS 






Units 



' P«pabUlMi 

, 

Inhabiuots per sq. kin Number 

Net «vengc anouai increase over previous 10 ytmt % 

EmployMoit 

Total dvilian emptoyment (TCE)» TWands 

Of which: Agriculture % of TCE 

! ! : ! %ofTCE 

% of TCE 

Groat tlomeatic product (GDP) 

At current prices and current exchange rates .... Bill US$ 

Per capita US$ 

At current prices using cuircnc PPP’s’ Bill US$ 

^ 

Aver^ annual volume growth over previous 5 years .... % 

Groat |]^ capital fonnatioa (GFCF) % of GDP 

Of which Machinery and equipment % of GDP 

Residential coostnictioo % q( Qpp 

Average aonuil vohime growth over previous 5 years .... % 

Groanriaentto^ » of GDP 

General govcniMeiil 

Current expenditure on goods and services % of qdP 

Current disbursements* % of GDP 

!!»of GDP 

Nrt oAcW dtreiopwiX ..rfiUncc » of GDP 

tnrtica to re af Uvfa^ ttondanit 

Pnvile coosuRipCioo per capita using cuircnt PPP't* USS 

Passenger d«, per 1 000 inhabitants !].' Number 

Telepbooes, per 1 000 inhabitants Number 

Television acts, per I 000 inhabitants ' ‘ Number 

Doctors, pet 1 000 inhabitants Number 

Infant mortality per 1 000 live births Number 

Wagea aad ptiect (average annual incTMae over preriont 
5 years) 

^•4®* (aaniuigs or rales according to availability) % 

Coommcf prices ///.'.[% 

Farrign trade 

Average anzuMl increase over previous 5 yews % 

Mi"- US* 

Average annua] increase over previous 5 yews % 

Mill. SDK's 

As muo of average momhly imports of goods ludo 



Rcfcrcoct period 



1991 

1991 

1991 

1991 



1991 

1991 

1991 

1991 

1991 

1991 

1991 

1991 

1991 

1991 

1991 

1990 

1990 
1989 

1991 
1991 



1991 

1991 

1991 

1991 

1991 



• At onvat prices and exckutic tmt. 

1. Ualett otherwise Maud. 

2. AaordlS|ioite«lrtlom««»lnOBCD£^ 

3. pprs ■ PurchttiAi Power Parities. 

3 ~ l»CO« 1 ». »d coiu-nt, 

7. laclDdiiii UiKefabotiT). 



17 292 
2 

1.5 

7 705 

5.5 

24.2 
70.4 

297.4 
17 200 
280 
16 195 
2.8 

20J 

8.8 

4.6 
0.3 

17.2 

183 

36.6 

33.7 

035 



9827 

430 

448 i 
484 

2 

7.1 



: (89) 



5.4 

6.7 

39 764 
13.4 
13.2 
38 844 

13.1 

10.1 

11 432 
33 



7 823 
93 
0.3 

3 482 
7.4 
36.9 
55.8 

164.7 
21 048 

135.6 
17 329 

33 

25.1 
10.4 
4.6 (90) 
5.2 

25.6 



18.2 

45.7 

473 

033 



9 591 
382 
589 
475 
2.1 
7.4 



5.2 

23 

40 985 
24.9 
12.8 
48 914 

29.7 

13.7 

6 591 

1.6 






of prop cjty lacowe. 
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EMPLOYMENT OPPORTUNITIES 
Economics Department, OECD 



The Economics Department of the OECD offers challenging and rewarding opportu- 
nities to economists interested in applied policy analysis in an international environment. 
The Department’s concerns extend across the entire field of economic policy analysis, 
both macro-economic and micro-economic. Its main task is to provide, for discussion by 
committees of senior officials from Member countries, documents and papers dealing 
with current policy concerns. Within this programme of work, three major responsibili- 
ties are: 

- to prepare regular surveys of the economies of individual Member countries; 

- to issue full twice-yearly reviews of the economic situation and prospects of the 
OECD countries in the context of world economic trends; 

- to analyse specific policy issues in a medium-term context for iheOECD as a 
whole, and to a lesser extent for the non-OECD countries. 

The documents prepared for these purposes, together with much of the Department’s 
other economic worl^ appear in published form in the OECD Economic Outlook, OECD 
Economic Surveys, OECD Economic Studies and the Department’s V^orking Papers 
scries. 

The Department maintains a world econometric model, INTERLINK, which plays 
an important role in the preparation of the policy analyses and twicc-ycarly projections. 
The availability of extensive cross-country data bases and good computer resources 
facilitates comparative empirical analysis, much of which is incorporated into the model. 

The Department is made up of about 75 professional economists from a variety of 
backgrounds and Member countries. Most projects arc carried out by small teams and last 
from four to eighteen months. Within the Department, ideas and points of view are 
widely discussed; there is a lively professional interchange, and all professional staff 
have the opportunity to contribute actively to the programme of work. 



Skills the Economics Department is looking for: 

a) Solid competence in using the tools of both micro-economic and macro- 
economic theory to answer policy questions. Experience indicates that this 
normally requires tlic equivalent of a PH.D. in economics or substantia] rele- 
vant professional experience to compensate for a lower degree. 

b) Solid knowledge of economic sutistics and quantitative methods; this includes 
how to identify data, estimate structural relationships, apply basic techniques of 
time series analysis, and test hypotheses. It is essential to be able to interpret 
results sensibly in an economic policy context. 
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c) A keen interest in and knowledge of policy issues, economic developments and 
their political/social contexts. 

d) Interest and experience in analysing questions posed by policy-makers and 
presenting the results to them effectively and judiciously. Thus, work experi- 
ence in government agencies or policy research institutions is an advantage. 

€) The ability to write clearly, effectively, and to the point. The OECD is a 
bilingual organisation with French and English as the official languages. Can- 
didates must have excellent knowledge of one of these languages, and some 
knowledge of the other. Knowledge of other languages might also t^c an 
advantage for certain posts. 

f) For some posts, expertise in a particular area may be important, but a success- 
ful candidate is expected to he able to work on a broader range of topics 
relevant to the work of the Department. Thus, except in rare cases, the Depart- 
ment does not recruit narrow specialists. 

g) The Department works on a tight time schedule and strict deadlines. Moreover, 
much of the work in the Department is cairied out in small groups of econo- 
mists. Thus, the ability to work with other economists from a variety of cultural 
and professional backgrounds, to supervise junior staff, and to produce work 
on time is important. 



General Information 

The salary for recruiu depends on educational and professional background. Posi- 
tions carry a basic salary from FF 262 512 or FF 323 916 for Administrators (economists) 
and from FF 375 708 for Principal Administrators (senior economists). This may be 
supplemented by expatriation and/or family allowances, depending on nationality, resi- 
dence and family situation. Initial appointments are for a fix^ term of two to three years. 

Vacancies are open to candidates from OECD Member countries. The Organisation 
seeks to maintain an appropriate balance between female and male staff and among 
nationals from Member countries. 

For further information on employment opportunities in the Economics Department, 
contact: 



Administrative Unit 
Economics Department 
OECD 

2. rue Andr^-Pascal 
75775 PARIS CEDEX 16 
FRANCE 



Applications citing “ECSUR’*. together with a detailed curriculum vitae in English 
or French, should be sent to the Head of Personnel at the above address. 
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MAIN SALES OUTLETS OF OECD PUBLICATIONS 
PRINCIPAUX POI^r^S DE VENTE DES publications DE L’OCDE 



ARGENTINA - ARGENTINE 

C«riot Hindi SJU^ 

G«letl< GUoiki. Roridi 165. 4* Piio 
1333 Baakot Aim Tel. (1) 331.1117 y 331.2391 
Tck(**:{l) 331.17J7 

AUSTRALIA - AUSTRALIE 
O.A. Inromutioii Scrvica 
64S Whiidione Road. P 03 |63 
Miidum. VictonJ 31 32 Td. {03) S73.44 1 1 

Tet«r«i: (03) 173.5679 

AUSTRIA - aUTRICHE 
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Gnbcn 31 

Wienl Tcl. (0222) 533.50.14 

BELGIUM - BELGIQUE 
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Avenue du Roi 202 

B.I060 fifuidiM Tel. (02) 531.5139/33101.41 
Tekfai: (02) 53l.0l.4l 



CANADA 

Renouf Publishing Company L4d 
12^ Algonu Road 

CKUV.1.0N KIB 3WI Tel. (61 3) 741.4333 
TeUfaa (613) 741.5439 

Stores; 

61 Spaefct Streei 

Onawi. ON KIP 5Rl Tel (6 1 3) 23I.I9S5 

21 1 Yooje Street 
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(33- 1) 45.24.11.11 
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Ciben kune (Drait-Uonomie) 

6. place Saun*Midid 
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Librsine C^nuncree Intemational 
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Ubnihe Livotsiei 

11. me Lavouier 
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Ubnirie dcs Sciences Polmqucs 
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Jdana 12790 



Td. 513467 
Tdex: 62 175 



ISRAEL 
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S Skatner Succt 
P.O. Boa 34030 

ksnulmi 91430 Td. (2) 52.M.90/1/2 

Tdcia: (2) 52.14.93 

ro.Y. 

P.O. Boa 13056 

Td Aviv 61130 Ttl. (3) 49j61.0I 

Tekfu (3) 544«.39 



ITALY - ITALIE 

Lftumi Commifsionana Sansosu 



Vu Duca di CaUbna 1/1 
50125 Fimtcc 

Via Baitdini 29 
20155 Milano 



Td. (055) 64.54.15 
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Td. (02) 36.5a83 



Editrioc c Librcna Herder 
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Libsem HoepN 
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Federal F^iblicatioos Inc. 
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Telefaa : (514 ) 954,1635 
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Eaport Corporation (CNPIEC) 
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OECDAXTDB 
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OCCD Ihiiticttions and Infomvatioo Centre 
Landic Akasaka Building 
2-3-4 Akasaka. Minaio-ku 
Tokyo 107 Td. ttl.3) 3516.2016 

Telefaa: (11.3) 3514.7929 

KOREA - COREE 

Kyobo Book Centre Co. Ud. 

P.O. Boa 1658. Kwang Hwa Kfeon 

Td. 730.71.91 
Tdcfaa; 735.00.30 

MALAYSIA - MALAISIE 

Co-operative Bookshop Ud. 

University of Malaya 

P.O. Boa 1127. Jalan Panui Garu 

59700 Kuala Lumpur 

MiUysia Td. 756.5000/756. 54 25 

Tek(aa; 757.3661 

MEXICO - MEXIQUE 

Revijui y Periodieoa Inicmacsooaks S.A. dc C.V. 

Rorcncii 57 - 1004 

Meiioo. DT. 06600 Td. 207.1 1. 00 

Tdcfaa : 20* 39.79 

NETHERLANDS - PaYS-BAS 
SDU Uilgevcnj Plantipmraai 
Etiemc Fondsen 
Poaibus 20014 

2500 EA’s-Gnvenhage Tel. (070) 37 89.810 
Voorbesidlingen Telefaa: (070) 34.75.771 

NEW ZEALAND 
NOUVELLE-ZELANDE 

Ugulation Services 
P.O. Boa 12411 

Thomdon. Wellington Td. (04) 496,5652 

Tddaa; (04) 496J69I 
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NORWAY ~ NORVtoE 
Kifv«M»W»Cwter--NIC 
B«um 4 vd 7 

PjO.Bm<I25 Baenwi 

0602 CM* ft Td. (072) S7.33.00 

Tdcfti: (072) 6tJ9.01 

PAKISTAN 
Miu B«*k Afoncy 
6S StuM QtMid-E-Ax^ 

UboR HMO Td. (42) 353.601 

Tdd««; (42) 731.730 

PHIUrriNE - PHILIPPINES 

Inmudwl Bock Ccoicr 
Sdi Rmc. nUpisM life Bld(. 

Ayik A««Me 

NbuoMMU Td.t 1.96.76 

Tdei 23312 RHP PH 

rORTVGAL 

Ltvntia NfUgtl 

RudoCm9X-74 

Ar*it.lMl 

1200 UAm Td.: (01) 347.49.IT/S 

TckfaKi (01) 347.02.64 

SINGAPORE > SING A POOR 

Cower Ada Pacific Pte lid. 

GoUa ftfWcd Building 
41. Kil^ Pudding Road. No. 044)3 
S«|af«M 1334 Td. 741.5166 

Telrfaa; 74Z9356 

SPAIN - ESPAGNE 

MiodhAou Libroa SA. 

CaatelM 37. Apacudo 1223 
Madrid 2M01 Tel. (9 1) 431 .33.99 

Telefax: (91) 575.39.91 

Libreria h tem acjooal AEDOS 
CoMcjofteCMoto 391 

01009 - Barodooa Td. (93) 4lt.30.09 

Tdeftx: (93) 4t7.7649 

Uibroia A la Ocncraliui 
Palau Mak 

Rjmba Eatudia. lit 
DI002-Baf«loca 

(Sutucripciona) Tel. (93) 31AS0.12 
(PubUcaciona) Td. (93) 30Z67 J3 
Telefax: (93)4111t.S4 

SRI LANKA 

Ceoue lar Pdky Reacarch 
cjo Cotwbo Agcndcc Lid 
No. 300-304. Galte Road 

CoknW 3 Tel. (1) 574240. 573551-2 

Tdefax: (1)575394. 510711 



SWEDEN - SU(:DE 
FAXM laformadMt CcMcf 
Boa I63S6 
Rafcrintnitiii 12 

106 47 StocUnlfn Td. (Ot) 690.90.90 

Telefax: (01) 20J0.2I 

S*fc*ctiptim Agency/Afoicc d'abofuwntenu : 
Wena erg rov-WiUiama Info AB 
P.O. Box 1305 

171 25 Sdna Tel. (Ot) 705.97.50 

Tddax : (Ot) 27.00.71 



SWITZERLAND - SUISSE 

Madiaoc $A. (Bodu and Pedodicala • Livn« 
c( p6nodiquea) 

Cbexiua ict Paltfice 4 
CUac poaule 266 

1020 Rm«w Td. (021) 635.0t.65 

Tdefax: (021)635.07.10 

Libninc Paj^l S.A. 

4. place Pipinet 
CP 3212 

1002 UtManne Td. (021) 341.33.4t 

Telefax; (021) 341.33.45 

Libnicie Unilivrca 
6. rue A CudoUc 

1205 Ocntve Td. (022) 320.26.23 

Tdefax: (022) 329.73. It 

Sobacripdon A|eoc)r/Agcrtc« d’aborwtemcnu : 
Dynaprcaac Ma Acting S.A. 

3t avenue Vibert 

1227 Ciiwge Td.: (022) 30t.07.*9 

Tdefax : (022) 301.07.99 

Sec alao - Voir auad : 

OECD Piblicaticnc and Information Ccotre 
Aufuat>Bcbcl-Aliec 6 

D-53175 Bonn (Germany) Td. (077t) 959.120 
Tddix: (0228) 959.12.17 



TAIWAN - FORMOSE 
Good Faith WcridwMlc Int'I. Co. Lid. 

9ih Floor. No. lit. Sec. 2 
Chunt Hiiao E Road 

Taipei Tel. (02) 39l.7396AJ9l.7397 

Telefax: (02) 394.9176 



THAILAND - THAILANDE 

Suksil Siam Co. Ud. 

1 1 3. I IS Fuang Nakhon Rd 
0pp. Waa Raibopivh 

Bangkok 10200 Td. (662) 225.9531/2 

Tdefax: (662) 2215 ItS 



TURKEY -TURQUIE 
KBMr Yayiolari b-Ttrt lid. Sti. 

AialflA Bofvari No. 191/IU( 13 
CavaUidara/Aafcara Tel. 42t.l 1 M Eil 245t 
Oobmbabe* Cad. No. 29 

Beaiktax/lftaafaul Td. 260.7l.tt 

Teki: 434t2B 

UNITED KINGDOM - ROYAUME«UNI 

HMSO 

Gen. ea<{uiri« Td. (071) t73 001 1 

PoKal otden only: 

P.O. Box 276. Loodoo SWt SDT 
Penonat CaUeri HMSO Bookihop 
49 H3|^ Hotbom. Lorwkw WCIV 6HB 

Tdefax: (071) t73 1200 
Brandtea at: Bdfaat. BinittBiMAi. Biuiol, Edin- 
burgh. MuKhaiter 

UNITED STATES - EtATS-UNIS 
OECD INfblicationa and Infonnation Centre 
2001 L Str«t N.W.. Sdte 700 
WmhiiigtaD. D.C 20036-4910 Tei (202) 715.6323 
Tdefax: (202) 7*5.0350 

VENEZUELA 

Librtria dd EaK 

Avda p. Mlnnda 52, Aptdo. 60337 
Edifido Galjpdn 

Caracal 106 Td. 951.1705/951.2307/951.1297 
Tdcgram: Libreatc Cancaa 



Subccripdon to OECD periodlicala may alao be 
placed thmugh main lubecriptioa agendcs. 

Lea abofuxnxnu aux publicatioat pbriodiqUM At 
rOCDE peuvenc dire louacriu avpiia dca 
prindpalec agaocca d'abonnaiMnu 

Orders and inquinca fiem eouatrio where Distribu- 
tors have not yet been appoimed shcMld be seal to; 
OECD fMUtcacioaa Servioc. 2 me Andrft-PxacaL 
75775 Paris Cedes 16. Franoe. 

Lea corwaaitdea pravenant de pays od I'OCDE n'a 
pu encore dfeigei A distrilNleur Avmient btre 
adtessAe I : OCDE, Service d<* PubheatiMia, 
2. rue Andrf-Paacal. 75775 Paris Cedex 16. Frarwe. 
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